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Preface 

» 

T he past few years have seen an enormous increase in the numbers 
of students^ for the most part ex-service men^ in our universities* 
During the present session particularly^ and for <6ome time to come^ 
there will be unusually large enrolments in the senior years. To 
provide adequate library facilities for unprecedented numbers of 
students is a major problem. 

Much information is to be found in scattered volumes^ some 
out of prints and Jn periodical literature which cannot be made 
easily accessible in the present circumstances. The present volume 
represents an emergency effort to case the library situation by making 
available a sample of the wealth of literature in the field of money 
and banking. It is designed to supplement the following texts: 
Monetary Theory (Philadelphia^ 1946) by G, N. Halm, Central Bank- 
ing in the British Dominions. (Toronto, 1940) by A. F. W. Pliimptrc, 
and Fiscal Policy and Business Cycles (New York, 1941) by A. H. 
Hansen. It is not intended to supplant diligent library work in the 
broad fields of which this volume is but a meagre sample. 

A perusal of the table of contents will show that readings have 
been incorporated from several of the related fields of monetary 
theory and policy: commercial banking and the capital market in 
Canada, industrial fluctuations and fiscal policy, the rate of interest 
and the international balance of payments. In Parts One and Four 
particularly, there is an emphasis on Canadian material, although 
much of the general subject matter is by no means peculiar to the 
Canadian economy. Parts Two and Three treat more generally 
various theoretical and analytical questions, but again, reference to 
the Canadian scene is apparent. 

Part One of the present volume includes a limited number of 
readings covering particular aspects of the Canadian banking system 
and capita] market. Thc^ student of Canadian banking can find the 
early history in the writings of Adam Shortt (The Early Histoty 
of Canadian Currency and Exchange under French RuUj Toronto, 
1898-1899), and in the comprehensive volume by R. M. Brecken** 
ridge (The Canadian Banking System Toronto, 1894). 

A more limited survey of Canadian banking for the period from 
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Confederation until the late nineteen-twenties is i>rcsented in a study 
by B. H. Bcckhart {The Banking System of Canada, New York, 
1929), and analyses of more recent trends in the volumes Canadian 
Banking (Toronto, rev, eel. 1941) by E. L. S. Patterson and The 
Canadian Ba 7 iking Systefn (Boston-New York, I9!itt) by Janies Ilolta- 
day. For a dcs*cription of the Ganajlian capital market and the 
development of ccntial banking in Canada, the Canadian .student 
is i*cforred ta the volume by /i. F. W, Pluniptre nu^ntionc-d above. 
In addition, Governmental reports such as that of the Royal Coni- 
mission on Currency and Finance, 1933, constitute a most important 
field of sour*cG material. 

Part Two includes but four articles from the genera! field of 
industrial fluctuations and fiscal policy. Since the publication of 
Wesley C, MitchclPs Business Cycles in 1913, the study of industrial 
fluctuations has proceeded apace. For an introduelion to this sub- 
ject the student may consult such works as Pro^pe9itv nnd Depression, 
(Geneva, rev. cd. 1941) of Professor IlaberkT, and Readings in 
Business Cycle Theory (PhiJadeJphia, 1941), prepared by tlie Ameri- 
can Economic Association. The latter volume has an invaluable 
classified bibliography of articles whiciv have appj'ared in various 
academic journals. In recent years the writings of Lord Keynes, 
which have profoundly infliicnced eeonoinir thinking, have givcMi 
an impetus to the more specific study of fiscal policy in ndation to 
industrial flucuations. •• 

Part Three comprises little of monetary tlieory per sc, inasmiK^h 
as the text on monetary theory is an adequate introduction to tills 
branch of study. Professor Habcrler’s volume, mentioned above, as 
well as the recent volumes Readmgs iw Business Cycle Theory (Phila- 
delphia, 1944), and Readings in the Theory of Income Distribution 
(Philadelphia, 1946), prepared by the American Economic. Associa- 
tion, offer excellent collections of articles in monetary theory and 
policy. As Professor Haberler has observed, “the theory of interest 
Jias for a long time been a weak spot in the science of economics, 
and the explanation and determination of the interest rate still 
gives rise to more disagreement than any other branch of general 
theory.”^ Except for tlic article by A» P,'' Lerner on "Ki^ynesian 
economics,*’ Part Three is not concerned with the controversial 
studies on the rate of interest, but rather with articles of a more 
descriptive nature. ^ 

^Gottfried Haberler: Prosperity and Depression, p. 195, 
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From the numerous studies^ descriptive and analytical^ in the 
problems of foreign exchange and the international balance of pay* 
ments, four articles arc included in Part Foun As noted above^ this 
section places emphasis upon tlicoretica] problems viewed in their 
Canadian setting. Discussion of international monetary collaboration 
has been omitted, the student being referred to the excellent survey 
in the revised edition of Monetary Theory by G. N..Halm. Wartime 
developments in the Canadian balance of international payments 
may be studied in the article by Professor F. A. Knp;c of Queen’s 
University in the August 1947 issue* of the Canadian Journal of 
Economics and Political Science. . • 

Although acknowledgements arc made at the beginning of each 
chapter, to the individual authors whose material has made this 
volume possible, an additional expression of gratitude should be 
made. Equally co-operative have been the various publishers: Ryerson 
Press (Toronto), Henry Holt and Co. (New York), the University 
ot Toronto Press, the Encyclopedia of Canada, the International 
Labour Office, and the American Economic Association, in their 
kind permission to use material within nheir copyrights. 

The usual preface acknowledgements of the efforts of Professor 
H, A. Innis, upon whosc^ advice and insistence the volume was 
undertaken, arc most inadequate. Thanks arc due to Professor G. 
A. Elliott and Professor V. W. Bladen, whose experience and advice 
were kindly given to the entire volume; Professor D. C. MacGregor 
and W. 0. Hood of the University of Toronto; Professor F. A. 
Knox OT Queen’s University; and to Mr, R. V. Anderson of the 
International Monetary Fund whose previous work materially shaped 
the nature of this volume. The arduous task of proofreading has 
been shared by Mr. G. D. Hughes. 

The special efforts of Mr. Burns and members of the editorial 
staff of the University of Toronto Press have made it possible to 
complete the volume to meet the emergency demands of the present 
university session. 


E.M.R. 
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Part One 


banking and "THE 

CAPITAL MARKET IN CANADA 




CHAPTER I 


Creation of Credit 
E. M. ROSEHGREH 

T he process of banking must be considered in terms of flows — 
cash is continually being deposited and withdrawn from the 
banks, loans arc continually being made and maturing, securities are 
continually being bought and sold. Keeping this in mind^ we shall 
consider why an individual bank must maintain cash reserves. There 
is a constant stream of cash flowing into and out of the bank: the 
problem of the bank is to equalize thesoi streams. An excess of cash 
flowing in would result in higher reserves than are customarily or 
legally necessary^ and loss of earnings to the bank; too little flowing 
in would mean lower reserves than are necessary for the bank to meet 
day«>to-day demands for cash. The bank must hold some cash as till 
money to meet minor irregularities in the flow of casli into and out 
of the bank, and, in addition, it must hold sufficient reserves to meet 
larger and perhaps unexpected irregularities in flow. Through custom 
and experience the banks have found that they may operate, as long 
as public confidence is maintained, with cash reserves which are a 
relatively small percentage of their total deposit liabilities. In Canada, 
for instance, the banks customarily hold cash reserves (notes of and , 
deposits with the Bank of Canada) equal to approximately 10 per 
cent of their deposit liabilities. The remaining part of their assets 
is primarily loans and securities, that is, rcvenuc-producing assets. 

Having briefly noted that the banking process must be considered 
in terms of simultaneous flows, and that cash reserves must be main- 
tained to meet irregularities in such flows^ wc shall now turn to the 
process of the “creation” of credit. Banks do not act merely as 
middlemen between depositors and borrowers, do not simply lend out 
the funds which they receive from depositors. Their function as credit 
creatoK or manufacturers of money is of fundamental importance 
in the present structure of our economy. 

Each bank deposit is a debt owed by tite bank^to the depositor, 
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or owner of a dqxisit. On Ihc bank's books deposits appear us liabili- 
ties owing to various people and institutions. They should be u>n- 
sidcred as simply a book entry in the bunk's aeumiits and nut nec- 
essarily, as we shall see, a record of actual cash held for the dupositoi. 
Against these ]iabilitic.s the bsink Jiolds various types of assets, eJiJe/ly 
securities and 'loans to borrowers. Tjlie dcpu.sit then, is "not some- 
thing which a bank has, but somctlung which it owes, and is liable 
to pay its depositor or to .wmeonc cLse, on his demand.’" 

We shall now consider individual tran.sactu)ns whicli give rise to 
bank' deposits and indicate in- particular those transactions whicli 
result in "creation of credit.” For this analysis, we may distinguish 
four main types of activity resulting in the increase, of a bank's 
deposits:’ 

(1) The deposit oj legal tender by a ciistotner 

If an individu.ll deposits cash or legal tender (Hank of Canada 
notes, a cheque on the bank of C.uiad.t, or subsidiary euin) he 
acquires a bank deposit As far ns the bank is concerned, its liabilities 
(deposits) have iiureased, and on the other hand its .issels (leg.il 
tender) have increased by the same auunmt A.s far a.s the depositor 
is eoneerned, he has merely exchanged one type of moni'y for another; 
that is, he has given up legal tender and acquired a bank deposit. 
The money supply of the country remaim unchanged by this })ar- 
ticular transaction. 

I 

{iyrhe deposit of a cheque on another bank 

As far as the individual bank is concerned, the deposit of a 
cheque on another bank will have an cfTcet similar to the deposit 
of legal tender: the bank’s liabilities (deposits) have increased, but 
at the same time its assets have incmast'd by the same amount in 
the form of a claim on another bank which may be converted into 
cash through the clearing house. Obviously, however, while one bank 
has increased its deposits and its cash, another has sudered decreases 
of the same amount: viewing the banking system ns a whole, there 
has been no change in the monoy supply of the economy. (If the 
deposit had been in the form of a clicquc drawn on an account with 
the same bank, the bank would have beeq unafTected; only a hook 
entry would be required to transfer the deposit from one rustonuT to 
another.) 

'M. Curtia and H. Townsend, Modern Money (London, 1937), p. 28. 

apor an cxci^cnt disf union see: J. M. Keynes, A Treatise on Money 
(London, 1930), Vol. I, Chap. 2. 
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(3) The granting of a loan by the bank 

When a bank makes a loan to a customer^ it can do so simply 
by crediting his account with the amount of the loan* With this 
operation, the bank's liabilities have increased by the amount of 
this new deposit; and its assets have increased by the same amount, 
in the form of the customer's promise to repay the loan* The effect 
of the granting of a loan by the bank, and the concomitant increase 
in the bank's deposit liabilities, is different from the effect ctf the 
first two cases above considered. In exchange for* a promise to^repay 
which is not money, the bank has expended a deposit which is money, 
against which the customer may write cheques or make \(^ithdrawals 
in cash. In fact, money has appeared where it did not exist before: 
this is the essence of “credit creation/' 

(4} The purchase of securities by the bank 

The purchase of a bond by a bank will, as in (3) above, result 
in the “creation" of money. In this case the bank buys the bond and 
pays for it by a cheque on itself* This cheque will normally be dc* 
posited, and again money appears which did not exist before. The 
r cheque may of course be deposited in the bank buying the security, 
or in another bank. In the latter case the example is complicated 
somewhat fay the fact that an inter-bank debt arises. 

In summary, when a bank makes loans or purchases securities, 
it creates deposits to an equal ^amount, and increases thereby the 
money of the country* These two activities which result in an in- 
crease in bank deposits differ from the case (1) where an increase 
in deposits is offset by the decline in the public's holdings of cash 
and from the case (2) where the deposit of a cheque on another 
bank leaves total deposits unchanged. 

The banks, then, are capable of increasing the community's supply 
of money by making loans and buying securities. It is in their in- 
terest to do so, inasmuch as loans and securities are revenue-earning 
assets. Cash reserves are not. However, there are very definite limits 
to this process of increasing earning assets and increasing deposits. 
As we have seen above, the bank must always be able to meet the 
cash claims whicli arisc^ against it. That is, it must always be able 
to satify the day-to-day withdrawals in cash by its dq308itors and 
to satisfy the claims of other banks which appear through the clear- 
ing house. Expansion of deposits must be limited before the point 
where a bank would be unable to meet juch claims, or the bank 
might be forced into insolvency. 
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We shall now consider more closely the factors whicli come into 
operation to limit the expansion of deposits in the banking system. 
These may well be considered under conditions where (1) one in- 
dividual bank is expanding loam^ (2) all banks arc expanding loans, 
without central bank participation, (3) all banks arc expanding 
loans, with central bank participation, (4) a general expansion is 
occurring in an open economy. 

(1) One individual bank expanding loans 

When one individual bank is increasing its loans and/or security 
holdings while its competitors arc content to keep tlicir deposits 
constant, it very quickly i*eachcs the limits of its power to expand 
credit. As its deposits grow with the making of loans and the purchase 
of securities, cheques will be drawn on these new accounts. Since 
many of these cheques will be drawn in favour of people whose 
accounts arc kept with other banks, the expanding bank will Hnd 
that its liabilities to other banks lisc without a corrcsjioncling rise in 
its claims on other banks. tThus it will lose cash tlirough the clear- 
ing house. This will affect adversely the bank’s reserve ratio, and 
such a decrease in the cash reserves cannot conlinue beyond the 
critical ratio of casli reserves to deposit UabiUtics which the hanks 
(by custom or by law) consider as adequate to meet current d(*mnnds. 
Consequently, if one bank expands by itself it will soon fiiitl that 
its powers of expansion arc limited by the drain of cash through 
the clearing house, and the conscc^ucnt decrease in its reserve ratio. 
One bank in a banking system must thcix^forc keep in step with 
other banks in the system or it would soon find itself in danger of 
being unable to meet the drain on its cash reserves. 

(2) All banks m a banking system expandmg loans 

However, this limit to expansion would be removed if all of the 
banks of a country moved together in tlie expansionary activity of 
making loans and buying securities. While the cheques drawn on 
each bank would increase, this would be paralleled by an increase 
in cheques drawn on other banks which would be depasited with 
it. Of course, if there is a legal medium reserve ratio, this would 
still be operative. Although the limit to c^qsansion imposed by the 
drain of cash through the clearing house is inoperative when all 
banks in a system arc expanding, at equal rates, another type of 
limiting factor makes itself felt. As the supply of deposit money 
grows, people m&y wish*’ to hold more of their growing stocks of 



CREATION OF CREDIT 7 

money in the form of cash — notes and coins. This will certainly be 
so if the expansion of deposits is accompanied by an increase in out- 
put, incomes and employment and/or by a rise in prices. In this 
event, as deposits increase people will withdraw cash from the banks 
and the expansion will have to be limited^ before this outflow of 
cash into the hands of the public decreases the reserve ratios of the 
commercial banks below the level considered desirable. 

(3) All banks expanding, with ceniraVbank participation 

This limitation, i.e. a drain of gash from the bank reserves into 
general circulation, may also disappear if the central bank participates 
in the general expansionary movement. The shortage of cash limiting 
the expansion of deposits in the banking system could be removed 
by central bank action to expand the amount of legal tender. This 
result could most easily be accomplished by open market operations 
of the central bank, i.c. by the central bank entering the security 
market and purchasing bonds. The central bank pays for such bonds 
by a cheque on itself, which the seller of the bond usually deposits 
in a commercial bank. This gives the commercial bank a claim on 
the central bank which is converted into a deposit with the central 
bank or into central bank notes, in either ease, the legal tender or 
cash reserves of the commercial bank arc increased and the check 
to deposit expansion temporarily relieved. The central bank, however, 
may be limited in its powers of credit expansion by a legally defined 
minimum reserve ratio.* Where ’there is no legal minimum reserve 
ratio that the central bank must maintain, or where such reserve 
requirements have been suspended temporarily, it would seem that 
there is no limit to the possible expansion of deposits in the banking 
system. This might be true in a hypothetical isolated economy. But 
ordinarily one must consider an economy as part of a world economy. 

(4) General expansion in an open economy 

In an open economy the problems of international repercussions 
following from an expansion of credit such has been outlined above 
must be considered. The limiting factors differ under (a) gold stand- 
ard conditions and {b) "managed" currency conditions. 

(a) If a country is an the gold standard, the increase of deposits 
may result in loss of gold and consequently the monetary expansion 

>iFor instance, the Bank of Canada Act, 1934, required that the Bank 
should maintain reserves of gold coin and bullion (also foreign exchange) 
equal to not less than 25 per cent of its note and deposit liabilities. In May, 
1940, this requin'ment was tcmpornrily suspended. 
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must be limited before the gold n'serves of the country fall below 
the conventional (and/or legal) ratio^ if convertibility of the cur- 
rency is to be maintained. If the rise in deposits is accompanied by 
a rise in incomes, inipoits will probably inereasi*. riiis tendency may 
be reinforced by increases in domestic costs and prices, l.e. forc’ign 
goods will become cheaper illative Iq domestically produced goods. 
Conversely, rising costs and prices will cause th(' (wpanding country^ 
exports to decline. Rising imports and falling exports will mean that 
payments abroad in^iease, receipts from abroad derrease and in th(* 
absence of compensatory capital movements, gold will tend to leave 
the country to meet the difrciciicc. Any outflow of capital brought 
about by higher incomes or by fear of the country’s inability to 
remain on the gold standard would of course incnxisc this outflow, ^ 
Thus the detennination to remain on the gold standard may mean 
that a central bank will have to limit the intcinal expansion of 
deposits.^ 

(b) Similarly, when the country is not on the gold standard, 
higher incomes and prices mean that imports tend to rise and exports 
to fall. Under these conditions a fall in the external value of tin* 
currency, i.c. depreciation, results. Flights of capital in anticipation 
of depreciation would tend to accentuate the fall in the value of 
the cuiTcncy. Owing to its damaging efTccts upon business <’onfiden(‘c 
the central bank will usually not wish to encourage indefinite de- 
preciation. Thi.s factor alone will constitute a chc(*k to ihn inck^Iiniti' 
increase in deposits. 

Of course, should all countries be expanding at tlic same rate 
the danger of loss of gold or exchange depreciation disappears. How- 
ever, where there arc legal central bank reserve requii’cmcnts they 
still limit the expansion. Under certain conditions, however, such ns 
war emei'gcncy or severe depressions, these legal n^quirements may 
be suspended. Then expansion might proceed unhampered by the 
usually operative limiting factors. Dangers of (Exchange depreciation 
may be removed through the imposition of various types of control, 
such as foreign exchange controls. Under such conditions the only 

^Whilc the traditional thcoiy upon which i^^ost discussions of the gold 
standard arc based suggests that gold will flow out of the country expanding 
most rapidly (ns indicated above), this is not always the ease. The expansion 
of incomes will mean high profits for business enterprise and for speculators. 
These factors may attract an inflow of foreign capital ofTsetling the tendencies 
to lose gold. An example of this result was seen in the United States during 
the later 1920*8 In other ^rds, as long as the prosperous conditions con- 
tinue, the last limit to a country's expansion is temporarily removed. 
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limit to monetary expansion is the expressed monetary policy to avoid 
price inflation. 

n 

Having considered generally the ways in which credit may be 
“created** in a banking system, and the various limitations imposed 
on credit creation, we shall no^v consider the process of credit creation 
in somewhat greater detail Three examples will serve to clarify the 
basic principles: . 

(1) expansion in a banking system resulting from an initial inflow 

of cash; • 

(2) expansion within individual banks and the banking system 
resulting from an initial inflow of cash, where demand for 
cash in circulation in the hands of the pubUc is assumed 
constant; 

(3) expansion within individual banks and the banking system 
resulting from an initial inflow of cash, where the demand for 
cash in circulation in the hand^ of the public is assumed to 
increase, as deposit currency increases. 

These individual cases will be considered in turn. 

ft 

(1) Expansion in a baiiking system resulting from an initial inflow 
of cash 

The case may be simply put: assuming a banking system which 
maintains a 10 per cent cash reserve ratio, what effect will a change 
in reseives have on the total supply of credit within the banking 
system? Suppose that the following represents the essentials of the 
combined balance sheets of all of the banks in a country: 


Asskts Liabiuties 


Gash 

400 

Deposits 

4,000 

Loans and srcurftics 

%900 

Other liabilities nnd capital 

aoo 

Other assets 

200 


Total 

+.500 

Total 

4,300 


Cash reserves obviously equal 10 per cent of deposits. 

Assume, then, that the central bank purchases $50 of securities 
in the open market.” The sellers of the securities deposit their cheques 
in the commercial banks. The immediate result of this transaction 
would be that the d(!posits of the commercial banks would have 
increased by $50 and their cash reserves (claims on die central 

the central bank had not purchaud the securities on the open market, 
but had purchased them solely from the commercial banks, the final result 
would be the Hamo, although the initial result would Jse a decrease in the 
^nks* loans and securities account, and no change in deposits. 
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bank) would also have increased by $50. The sitnuiiary balance sheet 
for the banking system would then appear as 


AsSKTS LuniMTIKS 


Gdsh 

450 

Dejmsits 

4, (WO 

Loans and sccundcs 

3,900 

Other linhilities and CJipitid 

500 

Other assets 

200 



Total 

4,5.50 

Totai. 

4,').'i0 


An important rhange has ornirn'd in thr <*ash ratio for thr hanking 
system.* Since both cash and deposits have by the same amount^ 
Ac casji ratio has increased from 10 jxt cent t<i U 1 i>er cent. Since 
we have assumed that the most profitable msc^rve ratio for the bank- 
ing system feonsistent with safety) is a 10 per eent ratio, the banks 
are now in a position to increase their profits by making loans and 
purchasing securities. This they will do until the resulting expansion 
of deposits decreases their casli reserve ratios to 10 per cent. 


The summary balance sheet would then appear: 

AsaRTa LiABii.iTiKa 


Cash 

450 

Deposits 

4,500 

Loans and securities 

Othci assets 

4,350 

200 

Other llahilities and nipital 

500 

Totai. 

5,000 

Tot^al 

5,000 


In summary, the rt'sult of tlic purchase of $50 st'curities on the 
open market by the central bank (i.e, an im‘n»ase in the cash irserves 
of the commercial banking .system) has been to inen*ase bank de- 
posits by $500, Oflfsetting this, the ^anks^ cash res(*rve.s liavo gone 
up by $50 and their earning assets (loam and securities) have in- 
o'cased by $450. 

(2) Expansion ivilhm individual banks and the banking syste^n n?- 
sidling from an initial inflow of cash, where demand for cash 
in circulation in the hands of the public is assumed constant 
At the outset it is assumed (a) Aat there are only two banks 
A and B of equal size in the .system; (i) tliat tlic banks keep a 10 
per cent cash reserve against flieir deposits; (e) that the hanks op- 
erate in a closed economy. Under tlicsc assumptions we must con- 
sider the effect of central bank purchases of securities in the open 
market. 

Suppose that the central bank piirchasefi $100 in s(‘curities in 
the open market. As bt'forc, the seller presumably will deposit his 
cheque on the central bank in one of the (Commercial banks, sny 
Bank A. Bank A thereby has its deposits inencasc'd by $100, but it 
also has its cash Aserves 'increased by $100, This inerca.se8 its cash 
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reserve ratio above the customary 10 per cent and consequently the 
bank is in a position to extend credit by increasing its loan&' or by 
purchasing securities. We shall assume that there arc profitable and 
acceptable opportunities for extension of loans. If it is assumed that 
the entire loan will be withdrawn from the bank in the forifa of 
cash, or in the form of ebeques payable to another bank (Baqk B> 
under our assumption of a two-bank system) then Bank A wiil.b^ 
able to make a loan of $90, the remaining $10 having to be «kcpt 
for Bank A*s cash reserves. This first step and* the succeeding steps 


may be developed in summary sdlni-tabular form* 



Increase 
m total 

Increase 

* Increase 
in cash 


deposits 

in loans 

reserves 


of Banks 

of Banks 

of Banka 


A & B 

A&B 

A&B 

Bank A receives $100 and 
extends loans of $90 which 
arc withdrawn by borrowers 

$ 100 

$ 90 

$ 10 

2. Of the $90, $45 is deposited 
in Bank A and $45 in Bank 
B. Against this each keeps 
$4.50 reserve against deposit 
liabilities and lends the re- 
mainder 

90 

81 

9 


Of the $81, $40 50 is de- 
posited m Bank A and $40 50 
in Bank B. Against this each 
bank keeps ^ 95 ^ reserve 

against deposit liabilities and 
lends the remainder 

81 

72.90 

8.10' 

etc. 

eie. 

etc. 

»te. 

Final position 

$1000 

$900.00 

$100.00 


Thus it is obvious for the individual bank that, as it receives an 
increase in its cash reserves, it may increase its loans (or purchase 
securities), but only by an amount less than the deposit of cash — 
the amount being determined by the necessary cash reserve reitidr 
However, when there is an increase in cash reserves of the banking 
system as a whole, the resultant increase in deposits will be manifold. 
In the example above, the increase in deposits in the banking systemi 


will be ten-fold. 


(3) Expansion within iiidividual banks and the banking system re- 
suiting from an initial inflow of cask, where the demand for 
cash in circulation in the hands of the public is assumed to in- 
crease as deposit currency increases 

In considering this ease, the same assugnptionf^ will be kept, 

(a) that there are only two banks, A and B, of equal size; 
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(6) that the banks keep 10 per cent cash reserve against deposits, 

(c) that die banks operate in a closed ixxKioray; and, in addition, 

(d) that the public keeps cash in circidation equal to 10 per 
cent of its deposits. 

Under these conditions, 'again .suppose tliat the central bank engages 
in open market purrhasc.s of srcufitico of .l!l00 and that the .seller 
deposits his cheque on the central bank in Hank A. 

Hie steps of the analysis of credit cNi>ansion niav again lie pre- 
sented jn the followfng summary table; 



Increase 
in total 
deposits 
of Banks 
A&B 

Inci ease 
ill loans 
of Banks 

Increase 
in cash 
reserves 
of Banks 
A&B 

1. Oalik A receives $1()0 and ex- 
tends loans of $90 which are 
wltlidiawu Uy borrowers. 

$100 

$90 

$10 

2. $10 stays in circulatioui $40 Is 
deposited ill Bank A and $40 
in Bank B: c.ich k<»cps $4 re- 
serve against Uiis deposit and 
lends the rcniaiiidcr. 

ao 

72 

a 

3 $S stays in circulation, $i2 is 
deposited in each liank: both 
keep 10 per cent reserve and 
lend the remainder 

04 

57 

G40 

etc. 

ffe. 

etc. 

etc. 

Final position 

$500 

$450 

$50 


In this ease, $50 remains in circulation in the hands of the publir. 
As in the cases considered above, the addition to the cash reserves 
of the commercial banks normally results in an expansion of loans 
(or investments) and deposits. The extent of diis expansion in thi' 
banking system, however, is seen to depend upon (a) the reserve 
proportion maintained by the banks, and(h} the behaviour of the 
public regarding die use of cash. 



CREATION OF CREDIT 


13 


APPENDIX A 

Canadian Ckautkrbd Banks 


Daily Average Data 
(millions of dollars) 

Year 

Cash in 
Canada^ 

{Canadian 

Deposits^ 

Percent of 
' Gash to ^ 
Canadian 
Deposits 

Total 

Active 

Note 

Circulation^ 

1926 

192 

1,958 . 

9.8 

195 

1929 

191 

2,293 

8.3 

205 

1932 

172 

1,955 

8.8 

158 

1939 

269 

2,582 

10.4 

216 

1940 

289 

2,722 

10.6 

287 

1941 

313 

2,975 

10.5 

‘ 386 

1942 

342 

3,263 

10.5 

523 

1943 

423 

3,895 

10 9 

688 

1944 

538 

4,575 

11.8 

835 

1945 

603 

5,284 

114 

951 

1946 

672 

5,916 

n.4 

992 


Source* Bank of Canada Statistical Summary — ^Deccxnbcr 1946- January 
my, p. 4. 


t Until March 1035. Gold and Coin in Canada, dDomtnion Noiu and 'Tree'’ Gontral 
Gold Reserve Deposits, after that date Bank of Canada Notes and Deposits* 

itFigurcs given are itnnoal averages of cslimated montn-ond Canadian deposits in 1026-35 
and monthly average Gniiadian deposits In 1936 and after. 

«iBank of Canada notes in niiblic circulation and diartered liaiik note circulation, tiie 
fatter ficing since Septemher 1044, an eipprox/mate figure only 




CHAPTER II 


History, of Canadian Banking* 

“ I 

C. A. CURTIS 

r n 

T hk history and s^riKtuK* of tlu* Canadian banking system (uii best 
be** understood and interpreted in terms of Adam Siioitt's thive 
main evolutionary influences.^ These influences were ( 1 ) the actual 
experience of operating under Canadian eonditions, (2) the experi- 
ence of the neighbouring states, and (3) in the eai^lier period, tlie 
views of the British Ti’casuiy as cxpri^ssed thiough the colonial office 
ill various ways — minutes, memoranda, eiiriilars, letters, and the 
disallowance of bills. With these factors in view, the development of 
the Canadian banking system becomes a more easily understood social 
process, and tlic various inova tions and retreats nieivly reflect the 
temporary dominance of some influenec, Be(*aus(‘ ol its ( lose* r(d<Uion- 
slips witli the United States and Great ^Britain, Canada has shown 
a great deal of ingenuity in selecting from the legislation of both 
countries, and this process of combining cannot be s(*(*n better than 
in the field of banking. 

The Peace of Paris in 1783 left only the northern Iialf of the 
continent under British control, and from that date \intil Confedcra- 
the British provinces in North America were separate, independent 
colonics, each in direct communication with tlic British government. 
Thus the early history of banking in Canada is the combined history 
of all the provinces, although the greater economic importance of 
the central provinces gave them much greater weight in the ultimate 
development of the banking system. Accordingly, a brief history of 
the early banking developments in each of the provinces will be set 
out* 

One of the earliest references to banks in the central area — Upjjcr 
and Lower Canada, later the United Province, and now Ontario and 

^Permission to reprint this article from ^ thtf /Encyclopedia of Canada 
has been kindly given by the editor and publisher of th<^ Encyclopedia and 
by the author, Professor C« A, Curtis of Queen's University, who has revised 
the article and brought it up to date, 

^Scc Victor Ross, History of the Canadian Bank of Commerce (Toronto: 
Oxford University Press, 1922) vol. 2, chap. 8, p. 390. Chapter 8 of this 
book was written by^'Adam Shortt, and gives n good history of the C.nnndian 
banking system. 
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Quebec — was in 1'792, when some gentlemen of Montreal decided 
to establish a bank under the name of the Canada Banking Company. 
Only a private bank of deposit, however, resulted from this effort. 
In 1808, another attempt at establishing a bank was made in the 
city of Quebec, when a charter was asked fnom the legislature, but 
was not granted. During the ^ar of 1812, army bills— a form of 
hand-to-hand promissory notes — ^were issued by the government, but 
by 1816 the amount outstanding was .very small, and 'in 1620 the 
office of issue was closed. The elimination of tho army bills revived 
the matter of more currency — ^thc point from which most carlylbanks 
started; and in 1817 the Bank of Montreal was organized and started 
under articles of association. A charter was asked for in 1818, but 
was not finally approved until 1822. 

The Bank of Montreal is generally regarded as the first bank 
of discount, deposit, and issue to be established in what is now the 
Dominion of Canada. In 1816, the Quebec Bank was started, as 
well as an institution called the Bank of Canada, which should not 
be confused with a later bank of the same name or with the present 
central bank. These two banks applied for charters and received 
them about the same time as the Bank of Montreal. Then, as now, 
each bank required a separate Act of incorporation, but then there 
was no general banking code, and the charter was the source of the 
bankas legal capacities. 

As the early charters indicate^ the path on which the Canadian 
banking system was starting, their main points may be set out briefly. 
All the charters were alike and, therefore, the Bank of Montreal 
charter may be taken as typical. A study of this charter shows clearly 
tliat it was taken directly from dmt of the first Bank of the United 
States, which had been planned by Alexander Hamilton, the first 
secretary of the Treasury of the United States. Thus the Canadian 
banking system is a direct descendant — the only surviving one— of 
the first Bank of the United States. Here is one line of influence at 
a critical point in the development of the system. The Bank of 
Monti'cal charter had the foHowii^ provisions; 

1. The directors were to be British subjects, and under certain 

conditions were individually and jointly liable for some actions 
of the bank. * 

2. Shares were to be of 50 pounds denomination each, with gradu- 
ated voting so that no f^areholder had more than 20 votes. 

3. The corporation was empowered to sue and be sued in the 
corporate name; to issue bank notes paytable oi^ demand in legal 
coin; to receive deposits and to deal in bills of exchange, to 
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discount notes, to deal in gold and silver bullion, and to sell 
stock pledged^ but not redeemed; to have and hold mortgages 
on real property for debts eontraeted to it in the ordinary eoiirse 
of its dealings^ hut not to lend on mortgages or to piirc'hase tlieni ; 
to hold real estate to the value of J,01>0 |ioiinds annually and 
no more. 

4. An annual return was to be i^adc to the shareholders. 

There were other provisions, but these Jire the nu>iv iniportant 
Although the origins of the Canadian l>anking system are tluis (‘vident, 
the tijemcndous diflcrcnce between die piovisions of the bank cliartcr 
of 1822 and that of 1934 indicates the great distance travelled in 
the century of development. 

In Upper Canada the first bank charter was granted in 1819 to 
the Bank of Kingston, and the second in 1821 to thc^ Bank of Upper 
Canada. The latter is of peculiar interest bceaiisc one-quarter of the 
capital was subscribed by the government, and alst> bec'ause the bank 
was largely undei the eontjol of lh<* Family Compai't. 'Flirough tin* 
collapse of the private Bank of Upper Canada at Kingston and 
the inability of the Bank of Kingston to get going within the period 
of its charter, the Bank of Upper Canada obtained a monopoly of 
banking within the province and hoi>e(l to keep it. With its eontiol 
of the Legislative Council it could have thwarU^d all cfTorls to obtain 
new charters, but a financial crisis in 1821 -2 made it nrer.ssary for 
the bank to apply to the Icgislatuin* for a rcdiietion in its csi))ital 
and for other considerations. This gave the Assc'inbly iin opiau'tunity 
to protest the monopoly, but it was not until 1832, however, that 
another charter — tliat of the Commercial Bank of die Midland Dis- 
trict — was granted to the finaiu iai interests of Kingston whose first 
charter had lapsed. Tlic Bank of Upper Canada had its charter 
extended in the same year. In 1830 the British goverriin<*nt had 
issued instructions to the colonies ns to ivbat wa.s dc'sirable in bank 
charters, but these instructions were not follo\vcd. 

Some dispute arose over these Acts, in which the* British govern- 
ment threatened to disallow them. Strong representations were made 
from Canada, however, and the Acts were Hnally allowed. But the 
British government stated that they would allow no further Acts 
(a resolution not strictly adhered to), unlra they conformed to the 
set of instructions sent out in 18.33, which contained the following 
provisions; 

1, Suspension ^of cash payments for sixty days to result in the 
forfeiture of the charter; 
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2. Notes issued at any branch to be redeemable at the head office 
but not at other branches; 

3. One-half the capital to be paid in immediately; 

4. Loans to directors or officers (or on paper bearing their names) 
to be limited to one-third of the total advances; 

5. No bank to hold its own stock or to lend on it; 

6. A weekly statement of the bank’s aiTairs to be* made and a 
a semi-annual statement to be sent out to the legislature; 

7. Shareholders to be liable for the amount of their *sharcs-^thc 

’^double liability”; , 

8. Compliance with certain conditions in making loans — in*gen- 
eralj to see that the bank remained a creditor an^ did not 
become a partner. 

These provisions have been set out in some detail to show the 
influence of the British government on Canadian banking develop- 
ment. The thirds fourth^ and eighth provisions were already in 
operationj and the first practically so; the others were gradually 
inserted in the charters after this time, although it was not until 
after 1841 that all were included. Thui; while there was a local 
tendency towards better banking laws, the influence of the British 
government hastened and secured these sound developments. 

In both Upper and Lower Canada many new cliartcrs were 
granted in the period before the union of thc&c provinces, and a 
study of these charters shows how the Canadian banking structure 
developed as experience showed what was desirable and what was 
not. An interesting development occurred in 1834, when an unchart- 
cred bank in Upper Canada started paying interest on deposits, and 
this practice was soon followed by the other banks. 

In 1841 the Bank of Montreal charter was amended, and a 
change was made in the form of the monthly return to the govern- 
ment. This return was greatly amplified and remained practically 
unchanged until Confederation. Another point in the amended char- 
ter limited the circulation of the bank to its paid-up capital. Even 
at tills date the circulation of the banks was approximately half of 
their total debts to the public, while at the present time it is only 
about one-twentieth; this shows die importance of this banking 
function in the early period. 

The union of the provinces had very definite effects upon the 
banking structure, for banking legislation became broader and gave 
recognition to the interprovincial commercial relationships which were 
already in existence. It also had important effects through the political 
side. Lord Sydcnliam, who was governor *at this* time, had very 
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dcrinito views on currency and bankings nnd was vt'ry closely allied 
with the ‘*airn;ncy schoor* gixnip in Knghnid, Hr desirt'd to kce 
these views put into cfTect in Canada^ and in UMI a bill was intio- 
duced which was to establish one bank of issia*^ under government 
control; the otlicr banks wcie to lose the right of u(>t(‘ issue and 
obtain their Aotes from the government hank by depositing public 
sccuijties. 'riic bank was to perform no banking functions other than 
noto issue. The plan was supported by .some becaust^ of the exigcMicies 
of public finance, ^and die proposed bank plan promised a possible 
source of funds for the public works of the govc'rninent. Franeis 
Hineks, vA\o was chairman of the select (onnuitlee of the Legislative 
Assembly on banking and currency which eonsiden-d the plan, was 
strongly in favour and despite many strong rc^asoiis against the scheme 
It was n'portcd on favourably by the eoiiimittee. 'Jlic; Assembly, how- 
ever, owing to the influence of the banks and to )iolitieal divisions, 
refused to pass the bill, and the plan was killed, Sydenham*s death 
occurred shortly afterwards, and the bill was not nwived, 

The final report of the eomiuittee was in favour of adopting 
some uniform banking system in the provinei*, mul it made a series 
of recommendations— most of whieh had been suggesti’d in a enrular 
from the Kritish govcrnmcnl in 1840— whieh, it wan di'emed advisable, 
should be followed in granting eharters in the futuii*. *riiese 
incndations cannot be given her(‘, but they pnwided the basis for 
practically all ehartci’s granted fr(]|^u this dale to Confederation, and 
indeed beyond that time. They must, in fact, have becui very niueh 
in mind in the drafting of the fiwt elTeetivc Bank Act of the nomin- 
ion, for Hineks, the chainnan of the committee of 1841, was in 1871 
the minister of Finance responsible for this legislation. 

The next important move was in 1850, when the free Banking 
Act was passed. The provisions of this Act were taken mainly from 
the United States, where they later served as the basis of the national 
banking system. For the immediate purpose the main provisions of 
the Act were the secured note issue — each bank depositing public 
securities and receiving notes in exchange — and the introduction of 
unit banking. Despite the sympathy of the governmimt, again be- 
cause of reasons of public finance, the plan^wns not oirertiv<;, in ])art 
owing to defects in the Act and in part to the opposition of the 
chartered banks. Only a few small banks came under the Act, and 
it was soon demonstrated to be of little significance, but it was not 
completely repealed un^l 1880. 

This Act, however, did have three points of permanent interest. 
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In the first place, it was the first general Act which applied to all 
banks, a point to be accepted later in the Canadian system. Secondly, 
it associated the government for the first time with the note issue, 
another feature which was later to become a part of the Canadian 
system. Thirdly, it made bank notes a first charge on the assets, which 
was also to be accepted later. ^ * 

In 1854, the Bank of Montreal charter was amended, and the 
new provisions were made to extend to other banks also — a move 
towards a general Act. One of the changes required a monthly 
return to the government as under the Free Banking Act, It*may 
be noted in passing that, in 1858, another Bank of Canada was 
chartered, but its name was later changed to the Canadian Bank 
of Commerce. 

In 1859, a very important Act from the viewpoint of banking 
practice was passed. This had to do with what are now the “pledge*’ 
sections (86 to 88) of the Bank Act. In brief, the legal position of 
warehouse receipts, etc., and bills of lading had not been satisfactory 
to lenders on such security, and the new Act provided that these 
documents could now be taken as a pledge for a loan at the time 
the loan was made, and tho creditor would in effect have legal 
title to the goods in case of default. To show the way the law de- 
veloped (this is a ease of local influence) it was at first intended 
that the law should apply to the warehouse, carriers, etc. as bailees; 
that is, they had to be third parties, and they could not give receipts 
for their own goods so held. Then the law was extended so that a 
warehouse could give a receipt for goods owned by a borrower In' 
the warehouse, thus developing the principle of a borrower remain- 
ing in possession of the security for a loan. Then later the principle 
was extended so that certain specified groups, such as fanners, lumber- 
men, and fabricators of raw material, could give as security goods 
in their own possession. It became in effect a sort of chattel mortgage 
and allowed the banks to make loans which they otherwise would 
not have made. The original Act did not give the banks alone per- 
mission to act under it, but extended its provisions to individuals; 
only later did it become a part of the Bank Act. Originally, it was 
an attempt to meet a need which was felt by the whole community, 
and was not a special privilege to the banks. 

Although the province of Nova Scotia had kept provincial notes 
in circulation from the War of 1812 to Confederation, similar plans 
had never been accepted in the central provinces. In 1866, however, 
the proponents of a government currency were very successful in 
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getting enacted the Provincial Notes Act of tiuit year. A. 'i\ Galt 
(q«v.), the minister of Finance^ admitted that the primary iinnneial 
need of llie government was the deciding l5i( t<3r. Under tlie Act 
not more tlian $8,000,00 of pnwiucial notes, redccnuibic in specie 
on demand in Montreal or 'ibranto, weit: to he issited; a tvserve 
of 20 jxsr ccrit was to be held for^the issue under $^i, 000,000, and 
25 per cent foi the excess over this amount, "i'hc Act, lio^w^vcr, did 
not stop ak being a simples government note issue, but made pro- 
visions for and offemd inducements to the chartered banks to snr- 
rcntfcr voluntarily their note '‘issues. Thus the scln*mr came bark 
to somedring like the carher pro|>osjils. The Sank of Montreal, under 
E, H. King, because of its peculiar rclationshijis with the government, 
accepted the plan and letircd its notes; this was profitable for it, 
but not for thc,otlier banks, which did not accept the plan. The 
Act was barely in operation when Confederation look place, 2 ind 
these notes, with the other pi'ovincial notes, wcio turnrcl into the 
Dominion note issue, which became a simpk* govi^rnmcnt issue and 
did not actively attempt to supplant the issue of the char toiled banks. 

Altlmugh there were changes made In the bank charlt'rs from 
1860 to Confederation none was of gweat bignilu'aiicc, and the other * 
provinces may be considemd next, The Bank of Nc'w Brunswick 
received its charter in 1820 and was the first bank in the Maritinics. 
The provisions of its charter were very similar to those of central 
Canada, where rtuTc were minor dill endues the* N<’W Brunswick 
bank tended to follow New England modelK. In \iVM the Central 
Bank of New Brunswick was incorporated, and Us chartc'r c’mbodicd 
the Britisli govcrnnicnt*8 proposals of 1830 and 1833, Other cJiartcrs 
wen* granted from time to time, and in gi^neral tlu^re was little 
variation from the central Canada pattern. 

Although a bank had been mooted in Nova Sc'otia for many 
years, the Bank of Nova Scotia, incorporated in 1832, was the first 
diarCcred bank in that province. This bank was also (lie first in 
British Noth America Co have the double liability clause in its charter. 
Other charters were granted in Nova Sc'ocia, and all were similar 
to those in New Brunswick and Central Canada. 

One of the functions given to the n^ew federal governineiit by 
the British North America Act was control of bfinkhig and currency. 
Thus one of the first duties of the now]y-c.stablislicd }>ar]jament was 
to meet this new banking situation. This was ionii by a temporary 
Act, which was to expire in 1870. By it die provhuiul charters were 
made, in effect. Dominion charters, and any bank could now oj>- 
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peratc in any part or all parts of the territoiy of the new Dominion; 
the Maritime banks were made subject to the same taxation as those 
in the central provinces. As the other provinces — Manitoba^ British 
Columbia, and Prince Edward Island — came into the federation^ 
the scope of the Dominion Bank Act was extended to these ter- 
ritories, and such banks as e^sted came under it. ‘The Bank of 
British Columbia operated under royal charter until taken over in 
1901 by the Canadian Bank of Commerce. Other provirions in the 
Act simply re-enacted the province of Canada’s* general legislation 
affecting banks, including the law regarding the taking of security 

under warehouse receipts, etc. In 1869, a statute was passed ex- 

tending, until 1870, some charters which were about to expire. These 
Acts provided time for more comprehensive legislation to be con- 
sidered. There were at Confederation 18 banks operating under 
Province of Canada charters, 4 under New Brunswick charters, 
and 5 under Nova Scotia. In addition, there was the Bank of 
British America operating under royal charter. Thus there were 28 
banks in all to be affected by any new enactments. There were in 

addition 3 unused charters in the province of Canada, 5 in New 

Brunswick, and 2 in Nova Scotia, all capable of being used. 

The discussion of banking matters had been greatly stimulated 
by the failure in 1866 of the Bank of Upper Canada and in 1867 
of the Commercial Bank, and thus the new banking law was awaited 
with great interest. E H. King, th(; manager of the Bank of Montreal, 
had come out in favour of a bond-secured currency, and when Sir 
John Rose, the minister of Finance, made his resolutions known in 
the Canadian House of Commons, it was clear that he was in agree- 
ment with this view and that his proposed Act would be very similar 
to the recently-adopted National Banking Act in the United States. 
In 1867-8, a Senate committee had approved of the American plan, 
and in 1868-9 a House committee was struck to study the concrete 
proposals of Sir John Rose After some debate had taken place upon 
the proposals, it became clear that the government would have diffi- 
culty in proceeding with them. The opposition objected vigorously 
to the plan, and several government supporters al.so took exception 
to it. Later, it became evident that the cabinet was not unanimous 
either. Before the time came to proceed with the legislation Sir John 
Rose announced its withdraw!, but he indicated that it would be 
re-introduced at the next session. He resigned, however, from the 
cabinet a few months later, and the mea5U|^e was not revived. 

The merits of the controversy cannot be detailed here, but the 
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opinion might be advanced tliat the decision to adhccc to the ex- 
isting system was a sound one. The govcrnnicnt had some interest 
in a bond-secured currency, because it assisted, so it uto Iwlicved, 
the market for government wcuritics. 'llic Bank of Montreal was 
in favour of the plan, because it was the govcrnmctit bank, had 
already retired its circulation, and ^as in a position to gain from 
the new systcm.Thc other banks, however, wen* stnnigiy opposi'd to 
losing the right of note issue, vdiich diey felt was vital to their 
proAtablc operation. In view of the economic structure of Canada 
at that time, it was doubtless of genuine advantage to the country 
to have the banks in .such a position that they could create a note 
liability widi the same ease as a deposit liability. More notes were 
used then, relatively, than cheques. Thus the decision, in 1869 and 
1870, to leave the right of Issue was regarded as sound. 

Sir Francis Kincks succeeded Sir John Rose ns minister of Finance, 
and in 1870 he introdneed the resolutions covering his iicvv Act. De- 
spite his early sympathy tvidi Sydenham’s bank of issue ptojcct he 
threw over the whole idea of a bond-secured currency, reversed the 
government’s policy, and presented a Bank Act which was, in efrect, 
the codification, widr such changes n.s 4iinc had shown necessary, of 
the then existing bank charters. He was at first in favour of a fixed 
minimum reserve ratio for the bunks, but this loo was dropped. 
TIic Act passed at tliis session required the banks to be incorporated 
by letters {patent rather dian by parliamentary charters, which had 
been the practice up to Uiis time, 

For some reason or other, titc banks were strongly in favour of 
incorporation by parliamentary charter, and only one bank actually 
used the Act of 1870. Because of this, Sir Francis Pfincks, in 1871, 
presented another measure whicli provided for parliamentary charters 
and dropped the letters patent procedure. This statute was practi- 
cally the same as that of 1870, but there was one slight change with 
respect to capital requirements. As this was the first general Bank 
Act of the Dominion tmder which banks actually operated, its 
main provisions may be set out briefly. 

The capital required was large: $.500,000 was to be subscribed, 
of which $100,000 was to be paid during the first year and another 
$100,000 during the second year. The note issue was limited to the 
amount of the paid-up capital; the denomination of the notes was 
to be not less than $4, and notes were redeemable at certain des- 
ignated places, but no(, at all branches. Shares were subject to the 
double liability, and suspension of payment by the bank for 90 days 
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forfeited the charter. Lending on the bank’s stock ivas prohibited, 
and provision was made for limiting dividend payments until a cer- 
tain reserve fund had been accumulated. The banks were required 
to hold one-third of their cash reserve in Dominion notes — ^another 
case of the ever-present needs of the govcrpment. The return to i 
the government was amplified g^atly, and the charter's of the banks 
were icxtended until 1881. Thus began the practice of having a 
definite and equal period for all chartgrs, which in turn led to the 
“decennial revision” of the Bank Act. • 

A few changes, mostly of minor «ignificance, were made ifl the 
Bank Act between 1871 and 1880, One change of more importance 
wiu made in 1679 when all lending on bank stock was prohibited, 
for it had become evident fot some time that such loans %vere de- 
veloping serious abuses. From Confederation until 1873 or 1874, the 
country had been quite prosperous, but from then to 1880 it suf- 
fered from a very severe depression which had serious repercussions 
on the banks. It was estimated that some $12,000,000 was lost in 
this period by shareholders in Canadian banks. These conditions, 
of course, made themselves felt during the discussion which preceded 
and attended the revision o& the Bank Act in 1880; but, even so, 
there were not many significant changes made in the Act at that 
time. There was some further discussion on reforms along American 
lines, but no legislative action resulted. 

Sir Leonard Tilley was the jnainister of Finance at this time, 
and was in charge of the new Act. The main change was that, in 
case of failure, bank notes were made a first lien on a bank’s assets 
— an innovatian suggested by the bankers themslevcs.' The law deal- 
ing with loans on warehouse receipts was further developed, the 
required holding of Dominion notes was extended to 40 per cent 
of the bank’s cash reserves, notes were to be in denominations of 
$5 (die minimum) and multiples of diis sum, and die form of the 
mondily return was elaborated. Proposals for government Inspection 
of the banks were successfully opposed by the bankers and were 
not to be adopted until more dian half a century later. 

The period from 1880 to 1890 saw the further economic de-’ 
veloji^ment of the country and also some very unfortunate bank fail- 
ures. Both diese influences affected the revision of 1890, which was 
more extensive than that of 1880. Sir George Foster was the minister 
of Finance in diarge of die 1890 revinon, and he had some defimte 
views on certain aspects of banking. Among^odier diings he thought 
(1) that bank hotes ought to pass at par ^ all parls of the counhry; 
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(2) tliat some furtlicr security sliould be imiclc for the notes of 
failed banks; (3) diat the autliorir^d note issue (the paid-up capital) 
was too high; (4) that a specified mintmutu cash ix'scrvc should be 
specified, and (5) that the conditions governing the starting of new 
banks sliould be more stringent. The bankers met with the minister, 
and objected in particular to 3 and, 4, but he adlu-n^d to his views 
on 4. The bankers then asked for an interview with the whole 
Cabinet, and managed to persuade it not to proceed with the specified 
minimum reserve-requirement. 

, After much discussion, in nvhich the Bank of Montreal made 
dear its desire to have a secured note issue, there was a fairly 
satisfactory combining of wews. The notes of failed Imiiks were made 
to bear 6 per cent interest from tlic date of the suspension of the 
bank until their redemption was announced. The banks had to 
designate an ofiicc of redemption for notes in each province; thus 
insuring the circulation of notes at par. A "circulation redemption 
fund” for tiic redemption of the notes of failed banks was set up; 
ail banks were required to subscribe 5 per cent of their circulation 
to this fund, which was placed under govcrnmenl supnvision, and 
they were allowed 3 per cent interest on such deposits. Further 
calls of not more than 1 per cent per nnmim could be made. In 
effect this plan made the banks mutual guarantors of their note 
issues and was very similar to die scheme developed much earlier 
in the state of New York. Hie ^Dominion government svas given 
second lien on the assets of failed banks, and provincial governments 
a third lien. The capital provisions were made larger and more 
severe for new banks. The "pledge** sections were completely over- 
hauled and the proceduro under them simplified. One interesting 
change was a reversion to the early principle that in lending on 
warehouse receipt, etc., the bailee must be a third party, but the 
essential prtndple of the sections was not altered. Many other changes 
were made, an'd maiiy other proposals rejected. AH in all, this was 
the most severe overhauling that the basic Act of l37l had yet 
received. 

Very few change were made in the Act at the revision of 
whpn "Wr S. Fielding was minister of Finance., Hie most important 
gave the Canadian Bankers' Association, which had been orgaiiirxid 
in 1892, statutory recognition by conferring hn it certain duties with 
' respect to the supervision of fmled hanks and the handling of hank 
notes. The Infer^t rate gn the notes of suspended banks was reduced 
to 5 per cent, the scope of the "pledge** sections was extended, and 
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the form of the monthly return was altered to distinguish between 
the internal and external business of the banks. This change recog- 
nized the growing foreign business of the Canadian banks. In 1908^ 
the Act was amended to allow the banks^ during October to Januaryj 
to issue notes in excess of their paid-up capital to amount of 
15 per cent of their combined cttpital and reserve fund. Such ^'excess 
issue” was to be taxed at the rate of 5 pei* cent. The economic ex- 
pansion of the country Had expanded the note issue, so that it^was 
pressing Bga|nst the statutory limit — the paid-up capital. , 

Although the bank charters expimd in 1911, the imminence of 
a general election caused the revJs^n to be postponed until 1912. 
The elections resulted in a new government, and the revision was 
again postponed until 1913. One or two changes of importance 
were made at this time. One change provided for a more rigorous 
shareholders’ audit which, it was hoped, would give further pro- 
tection to the public. Another^ new section set up the “central gold 
reserves”, which was to be ^ under the supervision of four trustees — 
one appointed by the minister of Finance and three by the Bankers’ 
Association — and which was to provide the banks with a means for 
issuing notes over the statutoi^ limit by depositing gold or Dominion 
notes. The banks could issue their own notes dollar for dollar of 
such dqsosits. This device was used by the banks to the almost 
complete avoidance of the taxed “excess issue/' but it ended the much 
vaunted elasticity of the note issue,* for it made it dependent upon the 
stock of legal money. 

Some changes were made consequent on World War I, but most 
of them were of minor interest. One Act, however, was of great 
significance to 'the batiks, although it was not part of the Bank Act. 
This was tlie Finance Act, passed at the outbreak of war, as a 
temporary measure, but made permanent in 1923 and kept in effect 
until the establishment of the central bank. It gave the department 
of Finance, among other things, power to advance Dominion notes 
(cash reserves) to the banks upon the pledge of satisfactory securities. 
The importance of this Act was that it ^et up a rudimentary central 
bank which altered completely the credit' control of the monetary 
system. Previously, the (bartered banks extended or limited credit 
in light of their cadi reserves, which could be increased only from 
without Canada. After the passing of the Finance Act, they operated 
in the same conventional way, but cash reserves could be increascxl 
within Canada by borrowing cash (Domiiuonmotes) from the depart-^ 
ment of Finance. This made it the apparent ultimate seat of credit 
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control. This transformiition was not apprcoialcd at tho time, for 
the country was on an inconvertible Ijapcr huuulard. l)ut after the 
War, when Canada returned to die gold Rtandurd, it did not talce 
very long for the clmngc to show itself, althottgh even then its full 
significance was not appreciated. 

'fhe next important revision of titc llanlc Act took place in 1923, 
when Fielding was again minister of l^inanec. I-Ic is the only minister 
wlio'was responsible for more than one revision of the Act. I’hc 
provisions rcspcctidg the diarcliolders* audit wen* further .strength* 
cned. A good deal of criticism' had been dimeted at the “pledge” 
sections of the Act, because the banks' prior lien was a sorret one, 
and provision was now made that when sccuriiy was taken under 
these sections of the Act it had to be registered in the offu <: of the 
assistant rcccivcr'gcncral for that province. Otlier elnuiges were also 
made. 

As a result of the Home Hank failure in 1923, wliieh demon- 
strated the inadequacy of the existing lasv respecting audits, the Act 
was amended in 192'i to provide for government inspection of the 
banks, which was one of dte most important clianges of this century, 
and whidi had been suggested fifty years earlier. 

The next revision of the Bank Act took place in 19.'14. Many 
changes were made in the Act, but none was of major significance. 
Because of the concurrent establishment of a central bank, (’.ertain 
changes had to be made in the Bank Act to bring it into conformity. 
Provision was made for the gradual reduction of tlic note issue until, 
in 1945, it was but 25 per cent of the paid-up capital. By 1950 the 
^ chartered bank note issue will practically he c.'ctingulshcd. 'riuts w* 
record the passing of a banking function which has occupied a 
large place in the development of die Canadian banking system, 
and which was the source of much legislation. Another provision in, 
1934 allowed the double liidulity of die .shareholders to be diminidied 
proportionally with the reduction in the note issue. 

TTie lidt revision of the Bank Act took place in 1944, Many 
changes were made at this time, but few of them warrant mention 
here. The previsions covering the note issue were again changed so 
that the chartered bank-note issue- will bf; eliminated by idlO or 
even sooner. The par value of chartered bank dtares Was reduced 
from $100 to $10, presumably in order to get a wider distribution. 

‘ maximum interest or discount rate which the banks could 

charge was reduced from 7 to 6 per cent. The “pledge” Wtions of 
the Act were improved by simplifying machinery for such loans; 
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generally speaking, the whole extent and scope of bank loans to 
agriculture was extended substantially. Indeed, die new provisions 
of the Bank Act (and the Farm Improvement Loans Act) permit 
the bank to lend not only for the ordinary process of farming, but 
for the purchase of equipment, of electrical Installation and for the 
erection of building^, including housing. These arc some of the more 
important matters covered in Ike revision of 1944, 

Early in f929 'it became evident from the action of the foreign 
exchange rates that there was not an unhampered export of gold 
from Canada and that the gold standard, which had bean re- 
established on July 1926^ was not being maintained, analysis 
of diis situation leads to die conclusion that operations under the 
Finance Act were responsible^ and this Act had passed its usefulness^ 
and that a central bank was needed. From this time on the discussion 
of a central bank grew in volume and importance — ^laigely the result 
of current depressions it may be ventured — ^until during the parliamen- 
tary session of 1932-3 the governitient announced its intention of 
appointing a royal commission to investig;ate the problem. The com- 
mission consisted of Lord Macmillan^ an eminent British jurist who 
had been the chairman of thf famous British Macmillan Commission, 
Sir Charles Addis^ a British international banker of repute. Sir Thomas 
White, Canadian minister of Finance during the War, Jj E. Brownlee, 
then prime minister of Alberta, and Beaudry Leman, the general 
manager of the Banque Canadienne Nationale. 

The commisrion began wori in the summer of 1933, crossed 
Canada and took evidence In all parts, heard bankers, conferred 
with the provinces, and received briefs from various interests. Its 
report, Which iwas made public in November, recommended by three 
to two the establishment of a central bank. Sir Thomas White and 
Beaudry Leman being the minority. This was, in effect, the only 
major recommendation made. In an appendix to the report proper, 
some “Suggestions*’ {using the word in the title) on the form of the 
bank were made. These included private ownership and control, sole ^ 
ri^t of issue, and many other points which cannot be enumerated 
here. These "suggestions” arc not recommended specifically by any- 
one, and it is not clear that they were supported by a majority of 
the commission, and it*is therefore a matter of regret 'that one of 
the most important parts of the document should be placed in such 
an ambiguous position. 

As the Canadian prime minister had indicated even before the 
report was made public that he was in favour ot a central bank. 
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there was little doubt that i the recommendation would be accepted, 
Upon publication of tlic report^ tiic government so announced^ and 
indicated that legislation to this end would be introduced. When 
the bill was brought into the House of Commons it was clear tliat it 
was based on the **suggcstions^’ in the appendix. The main features 
of the Act provide that the sliares of the bank shall be owned by 
private individuals^ who elect the ^ircctors^ who in turn appoint 
the managing ofiicersi subject to the approval of the government. 
(The first set of ^fficers^ however, were appointed directly by the 
govemment.) The Central Bax^c must keep in gold a reserve equal 
to 25 per-cent of its liabilities, and it has the usual powers given 
to a central bank. It is to have the right of note issue, and the 
chartered banks arc to retire their issues. It is to act as tlic govern- 
ment’s banker, and manage the public debt. The commercial banks 
are to keep with it a minimum i*c^rvc, in the form of central bank 
notes, or a deposit, equal to 5 per cent of their liabilities to the public 
of Canada. The bank todk over the government note issue and the 
gold held against it, and*the discrepancy between tIic.so two was 
made u}) by the government with 3 per cent bonds. These, in brief, 
arc the main provisions of the Aet, which was |}ass(*d after somt! 
opposition on detail and on tlic form of ownership, The Oppasition 
groups in the House advocated public owner^p of the bank, but 
this view did not prevail. The deputy minister of Finance, however 
is an ex-officio member of the board of directors. 

Immediately after the Act was passed, the organization of the 
bank tvas begun. Mr. G. F. Towers of the Royal Bank was appointed 
governor, and Mr. J. A. C. Osborne of the Bank of England was 
selected as deputy governor for the initial period. After making the 
contribution of his experience in central banking Mr. Osborne re- 
turned to England, and was succeeded by Mr. D, G. Gordon. Mr. 
L, P. Saint-Amour of the Banque Canadienne Nationalc was appointed 
assistant deputy 'governor. The share capital of $5,000,000 was over- 
subscribed by the public, and uhder the informal, but cITertivc, 
leadership of the Canadian Chamber of Commerqc, the share-holders 
selected a geographically diversified group of directors. On March 
11, 1935, the Bank of Canada opened its doors for business, thus 
ushering in a new era in Canadian banking, ‘ , 

In 1936 the government (the oppo.sition of 1934) decided to in- 
sist on its position of public ownership, and somewhat later ari‘ange- 
ments were made to buy out shareholders and take over the ownership 
of the bank. Thif was done, and the Bank of Ganadja is now owned 

by the government. 

« 
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From the time it began business^ to the outbreak of World War 
II, the Bank of Canada was busy getting its various functions 
organized and running smoothly* In addition to acting as *a central 
bank for the chartered banks and providing banking services for the 
government, it made important contributions in various other fields 
— the study of statistical and financial data and the providing of 
personnel for such tilings as the secretariat of the Sirois Commission* 
It can be fairly said that the Bank of Canada has become a most 
important and influential institution in Ottawa and has been of 
great assistance to the banks and goyernment in more than banking 
matters. 

4 ^ 

The advent of the war made necessary some control of the foreign 
exchange market, and so the Foreign Exchange Control Board was 
established. This Board was distinct from the Bank of Canada and 
took over from it all its foreign assets — currencies, foreign deposits, 
etc. At the same time the governor of the Bank was the chairman 
of the Board, whicli operated in close association with the Bank and 
thepepartment of Finance. • 

The Board exercised control over all foreign exchange trans- 
actions, but used the chartered banks as its agents. Its jurisdiction 
included not only current transfers but capital transfers. And during 
the war its regulations have been of utmost dgnificance to Importers, 
exporters, and the Canadian financial markets. It set the rates of 
exchange for buying and selling foreign currencies and determined 
for what purposes transfers could, be made. This control, which was 
carried on under the authority of the War Measures Act is still in 
force, and may never be completely eliminated. Indeed, some ma- 
chinery of this character will probably be maintained, if only to 
imjDlcm^nt many international currency agreements to which Canada 
may be a party* ^ 

It may be ventured that, once the Finance Act became part of 
the Canadian banking structure, it was just a matter of time until 
a fivll-ficdgcd central bank should be established. 

The general eulogistic view of the Canadian banking system has 
been greatly distorted by the common, practice of comparing and 
contrasting it with that of the United States. If> for example, the 
Canadian system were *compare<jl with the British system, which is 
not so well known in Canada, a less biased view of it might exist. 
TJie proximity of tHe United States, of course, accounts for this' 
condition. The two features which attract most attention on this 
continent are branch banking and bank failures; '^hese two may be 
discussed first. 
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As branch banking is the common form of banking in practically 
all civilized nations of the world and unit banking rarc^ it is the 
American system whicli is unique. Without analysing in detail the 
workings of the branch systcmi it may be asserted that in general 
it is the more cificicnt form of banking — economically speaking. The 
fear which tho American bankers have of its introduction is some 
evidence jof this. But brancJi ^banking means few banks and large 
banks — concentration of banking resources in a few hands. This is 
the aspect of brancji banking which is disliked in the United States 
and which is avoided — to some .extent — by unit banking. It may l^e 
that the pfice paid is too high, but the decision to pay it is not 
an irrational one. 

Because of the lack of loan diversification, a unit system is almost 
bound — even with equally good management — to have more bank 
failures. The United States has accepted this as the price, and in the 
past — though less so now— an American bank failure was just a bank- 
ruptcy, more painful than usual, but still an accepted economic 
process not calling for gmfernment aid. Such was the attitude in 
Canada in early days. Until 1866 there had not been a serious bank 
failure in Canada; from Confederation uptil 1914 there were approxi- 
mately 24 failures, some quite important. Although some banks 
sustained losses and sold out, there has been only one bank failure 
since 1914 — that of the Home Bank, in 1923. But in tliis one case 
the government made a compassionate allowance to the depositors. 
With a few laige banks a failure is no longer a casual economic 
process; it becomes a nation-wide calamity, which no government 
can permit. It is doubtful if any Canadian bank would be allowed 
to fail, even though public funds were needed to /clear its liabilities. 
Under such conditions bank failures in Canada may be dismissed 
from further serious consideration, and there is little point in making 
comparisons with other systems. It may be simply accepted that a 
peculiar con4ition of affairs has developed in Canada which seems 
to make for the safety of the depositor’s funds. 

The requirements of a return or statement of affairs from the 
banks has sdways been one of the distinctive aspects of the Canadian 
system, even in early days. As a result Canada has t body of banking 
statistics probably uncqimlled anywhere. The first charters required 
merely annual rctiuns, but after the union of the Canadas this was 
soon changed to semi-annual returns. In 1851 the "Free Banks" 
were required to make monthly returns, and in 1856 this requirement 
was extended to Ml banlu in the United Province. The same pro- 
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visions were maintained after Gonfedcrationj so that the Dominion 
of Canada has monthly banking statistics for the whole period of 
its existence. From the first all such returns had to be published 
in some public document. The Maritime ^provinces never required 
more than semi-annual returns. The purpose of such returns was^ 
of course^ to allow the public^to judge the position of the bank. 
This is still true, but as the body of data grows its value is even 
greater as a basis for the study of the leconomie history of Canada. 

It soon became evident^ however^ that bank returns alone were 
not sufficient .protection to tlie public, and that some provisioh for 
the inspection or audit of the banks was necessary. For many years 
it was maintained that an annual ^^areholders’ audit” — that is by 
outside auditors — ^was ample, and that the branch system made 
impossible the type of government inspection which existed in the 
United States. The failure of the Home Bank, in 1923, made a public 
outcry for some form of government inspection irresistible, and the 
government passed an amendment to this effect. By it there is an 
inspector-general of banks, who personally — ^hp has no staff of in- 
spectors — inspects the banks at irregular intervals and sees that their 
position is kept sound, Such inspection takes place only at the head 
office and the main branches; but this is deemed sufficient, for 
nearly all the bank failures in Canada have been “head office” 
failures — that is, as a result of actions taken there. Although thc' 
idea was opposed for fifty years after it was first seriously advanced, 
it is now a generally accepted and commended feature of the Cana** 
dian system. 

Canadian banks are regarded as commercial banks, and their 
ordinary business is that of making short-time loans for commercial 
and other business purposes. They also make loans to brokers and 
financial houses — call loans; and they themselves are very heavy 
holders of shol't-tcrm first-grade bonds. Thus they are an important 
factor in the investment market. It is sometimes felt that they ^ do 
not give enough assistance to agriculture, but the banks must make 
short-term loans and do not consistently meet the peculiar require- 
ments of agriculture for longer loans. 

The three or four largest Canadian baidcs have developed a 
considerable foreign business and have branches in foreign countries, 
mainly in the Wc,st Indies. This has come about in part dirough the 
commercial relationships established there, and partly because the 
nature of the Canadian econbmy in carl>; days— the very great 
importance of the import and export trade — made them dealers in 
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foreign excliangc and developed an aptitude for this business. The 
Bank of Montreal^ for example^ was one of the main dealers in the 
New York exchange market during the Civil War. It is doubtful 
if tl\c outside business of the banks directly draws capital either to 
or from Canada; in general it is pretty much self-supporting. 

The New York financial market has always been important to 
Canada^ and most of the banks have maintained agencies tliere 
Thi^ connection has provided Canada with an inexpensive and effi- 
cient market for foreign exchange purposes and for the carrying of 
reserves. It has been the practice of the Canadian banks to keep 
part of their reserves in the form of call loans in New York. This 
system worked very well and assisted the efficiency of the Canadian 
system. The advent of the central bank modified this practice some- 
what, and the establishment of foreign exchange contiol also alTccted 
this as well as other **outside*’ activities of the chartered banks 
Probably the system of outside reserves will never again be as im- 
portant as it was prior to 1935, when the Bank of Canada was 
established. 

Although every Canadian bank has a savings department distinct 
from the current one, there is no difTcrenec in the uses of the 
deposits so obtained. In the United States a bank is a commercial 
bank and most of its deposits a^c demand, non-interest deposits; 
its savings deposit business is small, and usually such deposits must 
be segregated and invested only ip certain ways. Savings banks are 
usually distinct and separate institutions. Most of Uie banks which 
failed there have been commercial banks, and thus bank failures 
, affect demand deposits rather than sailings deposits. In Canada tlie 
so-called savings deposits arc not treated differently from the others 
and arc generally checked against (although to a lesser degree) 
demand deposits. Thus, when a Canadian bank fails, a savings bank 
as well as a commefciat bank fails. This combination in the Canadian 
bank means, of cour^, that all the mobile funds of the country are 
used for commercial purposes — a matter of importance in earlier 
days. 

In common with most branch systems, there has been a con- 
centration of resources into hands of few banks. There were 
approximately 28 banks in operation at Confederation, something 
over 44 in 1880, about 40 in 1890, 36 in 1900, 29 in 1,910, 18 in 
1920, and 10 in 1934. This reduction in the number of banks, through 
failure and an^algamajtion, has been accompanied by a growth in 
total banking rcsoui^es of the country, so that the individual hank 
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has grown greatly. Also a few banks now control a greater proportion 
of the banking resources than previously^ with the result that at 
the present time die four largest banks have control of more than 
thrce-quaiiers of the whole system's resources. This raises the matter 
of competition and monopoly. 

In some matters^ such as tl)p rate of intci*C5t on savings deposits^ 
the banks act in concert. The same is probably true with respect to 
what they term ‘‘minor profits” — that is, exchange charges and* such 
like. A Canadian borrower also deals with only one bank, unless his / 
account is a very large one. In other'fields, there is evidence of'^com- 
petition. Managers compete for accounts and customers,* and often 
make concessions to obtain them; much of the rivalry shows itself in 
“service” rather than direct financial offers. It may be concluded that 
even though there arc also evidences of concerted action, there is still 
considerable competition in the day-to-day business of banking. 

One form in which bank competition occurs is in the establish- 
ment of branches. At Confederation there were approximately 123 
bank branches in Canada; by 1905 this had grown to 1,145, by 1916, 
to 3,200, and by 1920 to more than 4,600. The number decreased 
until now there arc approximately 3,600. The great increase in 
branches roincided with the development of the West, i^^hich was 
given banking facilities as soon as the slightest need was shown. 
This rush in opening branches caused it to be overdone, with the 
result that in recent years many communities have been overbanked 
— from^ the viewpoint of the business to be done — and the banks 
have been withdrawing in an orderly manner. But the result has 
been that Canada has been given adequate banking facilities and 
practically all its areas, have been well served. The ease with which 
a branch can be established has been a great factor in bringing such 
facilities to the newest areas. I^n many eases the first bank in a mining 
territory, for example, has been a tent with tlic bank’s name on a 
' board beside it. Yet this tent could offer the same facilities as the 
elaborate city office. Undoubtedly this capacity to offer the im- 
mediate service of a well-established organization is a great advan- 
tage of the branch system which is unrivalled in its capacity to meet 
the rapid development of an expanding country. ^ 

While the branch system has assisted greatly in the development 
of the new arcas^ it has been somewhat at the expense of -^the otlier 
parts. There is little ddubt that some sections sucli as. the Maritimes, 
have contributed a great deal of capital to^the development of the 
other sections of the country. This has doubtlcsi been to the benefit 
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of the country at large, but not necessarily to the part contributing 
the capital. ' 

In conclusion, it ought to be said that the Canadian system is 
an efficient commercial banking organization. It luis a long record 
of achievement and efficient functioning wliich sliould not be under- 
estimated or Unappreciated, altliougj) — like most human institutions 
—it has had some members who were without honour or honesty. 
The 'System *of training the personnel develops good “practical bank- 
ers,” but does not train men in the broader aspects of their business. 
This,* in the past, was not a serious matter, but now it is of more 
importance, and doubtless the system will adapt itself i to tire new 
needs. The creation of a central bank rounds out fhe Canadian 
banking structure and gives the head and direction which is needed 
in a present-day banking system. With its^ efficient commercial banks 
and the mechanism for a unified control of its monetary system, 
Canada has a monetary' and banking system which is capable of 
serving the commonwealth^ well. 
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CHAPTER III _ 


, I 

Analysis of Bank Statements* 

E. L. S. PATTERSOH 

A USEFUL and interesting feaflirc of Canadian banking is the publi- 
cation by the Government every montli of a detailed statement of 
the position of each bank. The Bank Acf requires the banks to furnish 
the Government with monthly statements of their assets and liabi)itlesj 
in addition to \the annual statement to the shareholders and the 
periodic reports to the Bank of Canada. The shareholders’" statement 
differs only slightly from the monthly statements and is submitted 
to the shareholders at the annual general meetings along with the 
profit and loss statement and the report of the auditors. The finan- 
cial year of the several banks ends at various dateSj princi2>al]y dur- 
ing the winter months. The monthly statements arc all as of the last 
day of the month and are more directly comparable. Both sets of 
statements arc published widely and are subject to the closest scrutiny 
and analysis both by the press and the banks themselves. 

A full understanding of a** statement of a bank forms a very good 
introduction to a knowledge of banking conditions and procedure. 
A bank statement is primarily intended to show the distribution of 
the assets of a bank and to whom they ultimately belong, the public 
or the shareholders. 

A bank occupies a dual relation to the public; it is on the one 
liand a borrower of credit and on the other a lender. The prime 
qualification for succe^ful banking is so to command public confi- 
dence that the public will {deposit money freely and continuously. 
The liabilities of a bank to the public and the ratio of the liquid 
assets thereto arc, therefore, of the most vital importance to its 
existence and should be closely examined. In addition to being im- 
portant to the business of banking the information contained in bank 
statements is most vduable in interpreting and understanding general 
economic conditions. 

In order to analyze the different headings of a statement and 
their relation to one anoyther we will briefly present two tables and 
explain the nature of Ihe various assets and liabilities. Table I is 
taken from the monthly return to the government and shows the full 
wording and type of data reported. Table II represbnts a consolida- 

^Reprinted from £. L. Patterson, Canadian Banking (Ryerson, 1941), 
by the courtesy of the puUlshcn and author. ^ 
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tion of the annual balance sheets of a number of the banks for the 
tlircc years 1937^ 1938> 1939 with the figures reduced to a percentage 
of the total liability io the public. An analysis of the profit and loss 
statements shows the earning power of tlic total assets. The number- 
ing in the amalgamated statement corresponds with tliat in the 
government refurn. e , 


TABLE I — Rktujiw of the I^abiijtjes amj Astsiixs op tjik Canadian 
Banks 'frobi Government Statement for the Month of 
^ ' December^ 1939 

(In Thousands of Dolloj-s) 



Notes in circulation .... 

Deposits by and balances due to Dominion Govern- 
ment I « •« * I ii. 

Deposits by and balnnces due to provincial govern- 
ments 

Advances from Bank of C.iAnda, secured ^ 

Deposits by the public^ payable on demand^ in 

Ctinndn 

Deposits by the publiCj payable after notice on a 

fixed dny^ in Canada A 

Deposits cl8G>vhcrc than in Canada 

Deposits by and balances due to other chartered 

banka in Canada 

Deposits by and balances due to banks and banking 

correspondents m the United Kingdom 

Deposits by and balances due to banks and banking 
correspondents elsewhere than in Canada and 

the United Kingdom 

Loans from other chartered banks In Canada^ 

secured, including bills rediscounted ' 

Dills Payable •« 1. • .. I. •■■•.......It. 

Acceptances and letter of outstanding. 

Liabuitica to tlic public not included under fore- 
going heads 


Statement 


$90,062 

129,544 


852,999 

1,741,059 

474,478 


78,403 


Percentage 
to Public 
Liabilities 


Total liability to public 

Divl^nd unpaid 

Undivided and accumulatcci profit 

Rest or Reserve Fund 

Capital paid up 


$1,423 

14,870 

133,750 

145,500 


Capital authorised , 

Capital subscrlbecj 

Rate per annum of last dividend (and bonus,' if any) 

declared 

Aggregate amount of loans to directors and firms of 
which they arc partners, and loans for whicli they 

are guarantors 

Average daily amount held in notes of and deposits 

with Bank of Gadada duxihg the month 

Greatest amount of notes of tlie bank in circulation 

at any time during the month 

Contingent liability on bills rediscounted with Bank 
of Canada 



$3,526,418 
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I. Gold held in Canada 

2» Subsidiary coin held in Canada 

3. Gold held elsewhere 

4. Subsidiary com held elsewhere 

5. Notes of Bank of Canada 

6. Deposits with Bank of Canada 

7 Notes of other chartered banks «* ••• •'>•1 «»» I 

8. Government and bank nptes other than Canadian.. 

9. Cheques on other banks 

10 Deposits with and balances due by othtr chartered 
banks in Canada 

II. Due by banks and banking correspondents in the 

United Kingdom 

12 Due by banka and banking coi respondents else- 
where than in Canada and the United Kingdom 

13. Loans to other chartered banks in Canada, secured, 

including bills rediscounted 

14, Dominion and provincial government direct and 

guaranteed securities maturing within two years, 
not exceeding market value 

15 Other Dominion and Provincial governmeni? direct 

and guaranteed securities, not exceeding market 
value ■ . ... . . . . 

16 Canadian municipal securities, not exceeding market 

value , „ . ^ , 

17 Public securities other than Canadian, not exceed- 

ing market value 

18. Other bonds, debentures and stocks, not exceeding 

maiket value 

19 Call and short (not exceeding thirty days) loans 
in Canada on stocks, debentures, bonds and other 
securities, of a sufficient marketable value to 
cover . . 

20. Gall and short (not exceeding thirty days) loans 

elsewhere than in Canada, on stocks, debentures, 
bonds and other securities, of a sufficient market- 
able value to cover 

21. Current loans and discounts in Canada not other- 

wise included, estimated loiA provided for . . 

22. Current loans and jUscounts elscwhcm than in Ca- 

nada not otherwise included, estimated loss pro- 
vided for f. ... t * . ... 

^3 Loans to provincial government 

24. Loans to cities, towns, municipalities and school 

districts ... ... . .... a .... ...a 

25. Non-current loans, estimated loss provided for . . . 

26. Real estate other than bank premises 

27. Mortgages on real estate sold by the bank 

26. Bank premises, at not xndte than cost, less amounts, 
if any, written off 

29. Liabilities of customers under acceptances and 

letters of credit as per contra 

30. Deposit with the Minister of Finance for the se- 

curity of note circulation m 1 •••p 9 ii 

31. Shares of and loans to controlled companies . ..... 

32. Assets not otherwise included under the foregoing 

heads • #•••••! 9m999%9m9Wm999 9 9999 I •• « «« « 

Total Assets 499M9999mM99 9 9 999 9t U9999 • avIlllS.* 


Statement 

Percentage 
to Public 
Liabilities 

$51 

.00 

4,341 

.12 

3B8 

.01 

4,*222 

.12 

70,573 

2 00 

216,998 

6.15 

5,439 

* .16 

, 34,918 

.99 

135,814 

^ 3.85 

4,085 

. ,12 

31,906 

.91 

167,150 

4,74' 


671.231 

682,112 

99,117 

71,698 

121,807 

52,869 

48,662 

960,265 

147,160 

15,709 

111,917 

8,310 

7,732 

4,025 

71,893 

53,280 

^5,069 

T11,3U 

1,909 
$3.821,961 1 
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TABLE 11 — STATKAriiNr ov tub A^iAtoAMAruD Cauadjan BanK| 1937-1939' 


Assets 


- 

Percentage of the Total Liabilities to 
the Public 

• 

19»7 

1938 

1939 

2» & 1. Sub»didry coId and gold 




m Canada 

' .16 

.17 

.16 

4. & 3* Subsidiary coin and gold 



.12 

• clsc^vbcrc *•«! ••••* • 

.14 

.16 

5. Notes of Bank of Canada 

1.72 

1.84 

1.03 

6[ Deposits with Bahk of Canada > 

8.46 

8.30 

7.45 

B. Government and bank notc^ 




other than Canadian 

i 

,06 

1.01 

.93 

Total cash reserves . , 

11.34 

11.48 

10.49 

7 Notes of other Canadian chart- 




ered banks 

9. Cheques on other Canadian 

.19 

.19 

.13 

i 

chartered banks 

3.74 

3.53 

3.3S 

10. Deposits with other Canadian 




chartered banks 

.07 

.06 

06 

IL & i2. Deposits with foreign 



0.76 

banks • 

3.6fi 

4.99 

20. Call loans elsewhere than in 




Canada 

1.R6 q Vi 

1.59 10 36 

122 11.52 

Total quick assets 

MM 

21.84 

22.01 

14, & 15. Dotninlon and Provincial 




securities 

35 79 

35.40 

37.44 

10. 5% Circulation Fund 

.20. 

.17 

.14 

18* Canadian municipal securities . * 

3..q9 

3 19 

2.B2 

17. Public securities other than Ca- 



2.20 

, nadian 

,2.30 

2.13 

lO. Other bonds, debentures and 




stocks * *.» »• ••• .11 *... Ill I 

4.39 

.3.92 

3.33 

19. Gall loans In Canada 

2.73 49.00 

2.04 45.85 

1.3.3 47.76 

Total liquid assets 

69.74 

68.69 

69.77 

21. Current loans in Canada 

25.03 

26.39 

26 40 

22. Curmnt loans elsewhere 

,5,28 

4 83 

4.04 

23. Loans to provincial governments 

.86 

.53 

.38 

24. Loans to citiesi towns» <*tc 

2.98 

3.58 

3.00 

25. Non'^current loans 

.35 

.29 

.24 

‘ 

34.52 

35.64 

35.14 

28. Bank premises 

2.42 

2.30 

1.99 

26. Other real estate 

.28 

.26 

.21 

27. Mortgages 

..14 

.13/ 

.13 

31. 'Shares of and loans to controlled 




companies 

. .38 

.36 

.31 

32. Other assets 

.06 

- a no 

.06 

3 11 

.05' 

^ 2 68 

29. Liabilities of customers under 

— 

1,79 

1.52 

letters of credit 

2.05 

Total assets 

109.59 

109.23 

108.11 . 




ft 
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Percentage of the Total Liabilities to 
the Public 



1937 

1938 

1939 

1. Notes in circulation . .. 

3.57 

3.13 

2 61 

2. & 3 Dominion and provincial 


a 


government deposits 

2.85 

2 23 

7.85 

4. Advances from the Bank of 

% 



Canada 




5. Demand deposits in Canada . . . 

23.25 , 

24.29 


6. Notice deposits in Canada 

52.51 

52.72 

47 88 

7* Deposits elsewhere 


13.87 

13.67 


■ 92 31 

1 1 


Deposits bearing interest 

61 22 " 


53.79 

Deposits non-interest 

31 09 

32.94 

39 46 

8. Deposits of Canadian chartered 




banks 

45 

.46 

.34 

9. & 10 Deposits of foreign banks 

1.47 

1.37 

2.12 


1 09 

1 M 

2 46 

12. Bills payable 



.01 

13. Letters of credit outstanding ... 


1.79 

1.52 


9 no 


1 53 

14. Other liabilities 

■ji 

.13 

Ms 

Total liability to the public . 



10000 

17. Capital paid up .. . 

4.78 

4 60 

401 

16. Rest or Reserve Fund .. ^ . 

4,42 

4 24 

3 70 

15. Dividends declared and unpaid 



08 

Undivided profits 

29 

29 

.32 


9.59 

9.23 

811 


109.59 

109.23 

108.11 


Analysis of Canadian Bank Statement 

• , Liabilities 

The liabilities of a bank to the public arc of vital importance 
and will be considered first. ^ 

These may be roughly divided^ as shown in Table II (1939) 
into circulation 2.61 > sundry liabilities 4.14% and deposits 93.25%. 
Although the ratio of the latter remains practically the same as it 
was thirty years ago (90.74% in 1912), considerable change has 
taken place in the percentages of the various classifications in the 
deposit group. These are referred to below under their respective 
numbers on the GovcrnnieJit statement. 

(1) Circulation: In the statement given the circulation » stands 
at 2.61% as against paid up capital of 4.01%. As would be expected 
from the provisions of the Bank Act governing the reduction in the ^ 
chartered banks* note issue, the circulation figure is jgrowing smaller. 


4 











40 BANKING AND THE CAPITAL MARKET IN CANADA 

s 

(2 and 3) Dominion and Provincial Government Balances: 
These ix:prcscnt balances carried by the Dominion and the various 
Provincial Goverpments and, after circulation, fonn a first lien on 
the assets of a failed bank. 

(4) Advances from the Bank of Canada: This item is provided 
to record any^borrowihgs from the Bank of Canada. Very fe^v bor- 
rowings have occurred to date. "" 

(5) Deposits Payable After Notice: A reference to the state- 
ment will show that 48% of the liabilities to the public consist of 
time^or savings bank deposits. They form the largest individual item 
in the statement. In 1912 tlicse deposits formed nearly 60% of the 
total liability to the public. This difference is oceasioned chiefly by 
increases in the amounts due the Dominion Government and foreign 
countries and the greater use of current accounts. Time deposits arc 
so called because they arc deposits made in the savings bank depart- 
ment of a bank and, under the rules of the department, arc subject 
to a withdrawal notice of fifteen days. Practically they are payable 
on demand as no bank now makes a practice of exacting the re- 
quired notice, although tltc majority still retains a clause to that 
efTcrt in their pass-books. All these deposits bear interest at the jratc 
of 1%% compounded semi-annually^ on the minimum quarterly 
balance. 

(6) Demand Deposits: Demand Deposits (23.85%) represent 
amounts due .to individuals and firms payable on demand. These 
accounts do not bear interest except in special cases where a large 
unused balance is kept which could otherwise be transferred to the 
savings bank department. Current accounts arc frequently nin at a 
loss, owing to the small balance maintained and the expense of hand- 
ling tlic number of cheques issued. To prevent the abuse of the 
checking privilege banks arc now making a small charge for carrying 
small accounts, based on the number of cheques issued and the 
balance carried. 

Free and Interest’^Bearing Deposits: In the annual statements 
issued to their sharcholdci^ it is customary to replace the classifica- 
tion of deposits comprising 93.25% of the total liability and show 
the deposits under only two heading.^, free and interest-bearing de- 
posits. The notice deposits in Canada (48%) arc interest-bearing, 
and of the balance (45.37%) it will be neftod that only 5 91% receive 
interest, leaving 39.46% free balances. These additional mtercst-bear- 
ing deposits arc composed of large and more or less i^crmancnt de- 
mand deposits in Canada and .savings accounts abroad. 
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(7) Deposits Elsewhere: These amount to 13.67% and are de- 
posits by individuals and firms made in branches outside of Canada. 
They comprise both savings a^d demand deposits. Combining them 
with the deposits maintained by foreign banks they amount to more 
than 15.79%3 representing funds supplied by depositors outside of 
Canada. An examination of the asset side of the statement shows that 
these amounts are left invested 'outside of Canada and on deposit 
with foreign banks. 

(8) Due Banks in Canada («34%): Owing.to the fact that 
practically every Canadian bank is represented by branches in* the 
redemption centres and other large towns^ there is no necessity for 
It to maintain balances with other banks for the protection of its 
interests at those points^ and any balances which may be due between 
banks in Canada are merely matters of convience in connection with 
collection arrangements. 

(9 and 10) Due to Banks in Foreign Countries: Under this 
heading are included all amounts du^ to foreign correspondents 
(2.12%) 9 representing balances which are maintained by banks of 
Great Britain^ United States^ Europe and elsewhere which have 
business relations with Ganadg. 

(12) Bills Payable (.01%); These consist of 60- and 90-day ' 
drafts drawn principally on London and which have to be met at 
maturity in sterling. They are drawn in connection with foreign ex- 
change transactions to provide fund$ for drafts issued or to anticipate 

a rise in the exchange rates. 

(13) Letters of Credit (1.53%) : These^ the amount of which is 

offset by contra account, are issued to customers to provide funds 
for the purchase of goods abroad (Commercial Letter of Credit) 
or cash for travellers (Travellers* Letter of Credit) . When first issued 
a contra account is raised on the asset side. As the credit is drawn 
against, the amount is credited to the correspondent and debited to 
the customer’s account and the Letter of Credit accounts on both 
sides reduced accordingly. < 

There is practically no liability incurred by the bank in these 
transactions as the amounts are protected by cash on deposit, bills 
of lading for the goods ojk by other satisfactory security lodged with 
the bank. Letters of Credit arc invariably issued for larger amounts 
than actually utilized. 

(14) Other Liabilities (.13%) ; These consist of items for which 
the statement does not provide a heading, or^or amounts in process 
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of adjustment. This item consequently fluctuates in amount^ is gcncr- 
■ally small and occasionally disappearh. 

Assets 

In the* selection and distrihution of its assets a bank must have 
constantly before it one of the basic princijilcs of credit, namely, 
tliat the currency of the assets should not exceed the currency of tlie 
liabilities. Normally the liabilities of a bank are payable practically 
on demand in gold or in what the law declares to be an equivalent 
Icgal^ tender. In other words, the principal source of bank earnings, 
the loans, must be rcstriced in* amount and eurrt'ncy in order that 
the less profitable liquid assets may be maintained to meet instantly 
and fully all claims that may be made against the bank. For this 
purpose the assets of a bank arc roughly divided under the following 
main headings: 

Per cent. 

Cash Reserves . . . , 11 M 

Quick Assets , i . 9..S2 

Liquid Assets . • „ 49.00 

Liquid Position 09 74 

Loans P f II t •• *•••«*«• •! I « I II 34.52 

Sundry Aurts 5.33 

109 50 

There is sometimes a lark of uniformity in the rlnssifiration of 
the various items composing tltc liquid position, but the allocation 
made here is based on the following considcratiom: 

Cash Reserve: This consists of deposits witli the Bank of Canada 
and of cash in till immediately available. 

Quick Assets: All these items can be liqtiidatcd and/or transferred 
within twenty-four hours or less. 

Liquid Assets: These items if sold, or in the ease of call loans 
called, require a little more time to realize upon. Pending a sale or 
to meet a temporary emergency they could be borrowed against. 

(1 and 2) Subsidiary Coin and Gold in Canada (.16%): This 
is mainly subsidiary coin — silver, nickel and copper. 

(3 and 4) Suhddiaty Coin and Gold Elsewhere (.12%) is similar 
to the previous heading. < 

(5) Notes of the Bank of Canada (1.83%) and (6) Deposits with 
the Bank of Canada (7.43%) are sclf-cxplanatoiy and show the im- 
portance of the Bank of Canada in supplying “bank cash.” 

(7) Notes of Other Banks (.13%): Every day the banks accept 
the notes of evwy other bank and send them to the nearset branch 
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for redemption. Hence every day all over Canada the banks undergo 
a test of their ability to redeem their circulation^ no matter how 
freely it is offered for redemption. 

(8) Goverriment and Bank Notes Other than Canadian (.93%): 
By far the larger portion of this is in United States currency, the 
balance consists of Bank of England notes and legal tenders of 
other countries. 

(9) Cheques of Other Banks (3.35%) : This amount represents 
cheques of other banks in process of clearing. •These have been 
deposited by customers during the day, and in the ordinary course 
arc presented and redeemed through the ^‘Clearing* ^ ther following 
morning. As the customer is given credit the same day and the bank 
does not receive clearing returns until tlic following day (or later 
if a Sunday or holiday intervenes), this amount represents a loss of 
at least one day's interest to the banks and forms a very considerable 
item in the course of a year. The average amount outstanding under 
this heading Ifor all banks represents a ^steady loan to the public 
for that amount without interest. In addition to this item the amount 
of cheques in internal transit between the city branches of the different 
banks themselves which do not pass through the clearing would in*- 
crease the amount by over 20%. 

(11 and 12) Deposits with Foreign Banks (6.76%) • These 
amounts repmsent the balances maintained in the United States, Great 
Britain and elsewhere abroad in cqpncction with exchange operations. 

(14) Call Loans Elsewhere (1.22%): Call loans are carried in 
London and New York and form a secondary reserve. 

This item of call loans carried by certain of the larger banks in 
New York and London has in the past subjected them to a great 
deal of undeserved criticism, as it was a common belief on the part 
of the public that the Canadian banks lent money in New York,, 
because of the higher rates obtainable there, instead of lending it 
at home. Moreover the public had the erroneous impression that 
these funds originate entirely in Canada. 

The following statement shows the foreign assets and liabilities 
of all the banks on November 30, 1939, with their percentage to the 
total liabilities to the pubHc. 

This table shows that actually a net balance of foreign assets 
prevails. In other words some foreign capital is available for use in 
Canada. This present situation is in contrast to that which' used to 
prevail when there was a small balance rthe other w&y, and removes 
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TABLE III — PonKiON Assets and LiAim.iTtKH of Canadian Ci^AUTURKn 
Banks on November ^Oth^ 1939 


Linbilitios 

Deposits in branches abroad . . 
Deposits of foreign banks 


. Assets 

Deposits in banks abroad , 

Gail loans • t • • Pi*** 

Loans A A*!! P •• AAAAAAAf •»? ••••• 

Balance available for Canada 


Bills payable . . 
Letters of credit . 



Amount 
(in thoummcls 
of Doll.iirs) 


f 

i 

$10r).817 

1301 


110,921 

3.32 


iihsss&bi 

16.93 


$230,075 

6 45 

. ii 

45,339 

1.27 



J 43,324 

4.01 



180,200 

5.20 

■ 

$605,738 

16.93 

Lbrdad 



>. • 

$371 

.01 




1.47 



__1 .40 


most of the argument and criticism against the **oiilsid<^*’ operations 
of the Canadian banks. 

As regards earning a higher rate of interest in the foreign call 
markets^ die argument is fallacious. The rate for call loans in Canada 
is seldom below 5 per irnt., whiR' tlie call loan rate in New York 
seldom rises above 3 per cent, and the rates on mil and short loans 
in London arc usually lower than thasc which prevail in New York. 
The average rate for call loans in New York is often less than 2 per 
cent., from which must be deducted the heavy state tax on loans 
of foreign corporations in New York, which makc,S' tlie net rate re- 
ceived by die Canadian banks still less. 

New York is one of the international money markets of the world 
to iwhicli funds flow freely from abmaci. Normally gold can be ob- 
tained there at any time. The Canadian banks have on numerous 
occasions tested their ability to liquidate loans in New York and 
bring them to Canada in the shape df gold. New York is within 
half a day’s journey from Montreal or 'Toronto and to all intents 
and purposes is just as convenient as if the gold weir kept in Montreal 
or Toronto. 

Call loans abroad were a much more important matter before 
the establishment of the Bank of Canada than they are now. In 
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the past these call loans wei'e important to the safety of the bank 
as they provided liquid assets which could on demand be turned 
into cash reserves. Now the Bank of Canada can provide the nec- 
essary cash requirements of the chartered banks. Thus call loans 
abroad have become a less significant item in this respect. They have 
also declined in quantitative importance. 

Another factor in the situation is that of meeting foreign exchange 
obligations in the form of bills payable .and letters of credit^ etc. In 
the payment of Its debts due abroad, or in selling exchange against 
commodities shipped by Canada, New York is the market whefe all 
such transactions must be settled and, therefore, ready *money is, 
in the majority of cases, needed in New York, 

It will be noticed* that Canadian banks maintain a very liquid 
position in the foreign branches, the cash assets in the form of bank 
balances and call loans being 46% of the foreign deposits. 

(14-18) Securities (46.07%): These consist of government and 
municipal bonds and other first-class investments. The banks are not 
restricted in their choke of securities and may purchase not only 
government, provincial and municipal bonds, but also the bonds of 
domestic and foreign railways and industrial corporations. Banks look 
upon these securities as a kind of secondary reserve and include 
them with call loans among their liquid assets. In recent years this 
class of asset has increased in importance as loan assets diminished 
relatively. This shift is of considerable interest and significance, 

(30) Deposit for Note Circulation (.14%) ; Each bank must 
maintain with the Minister of Finance a deposit equal to at least 
5 per cent of its average notes in circulation during the year. This 
fund can be used if a bank fails at any time to redeem its issue in 
specie or legal tender. All the banks are liable pro rata for any short- 
age. It is practically a mutual guarantee fund by all the banks of 
each other’s circulation. 

(19) ,Call Loans^ in Canada (1.55%) : Call loans in Canada 
represent advances made to brokers and other customers, principally 
the former, on the security of Brst-class stocks and bonds, with an 
average margin of some twenty per cent, below the market value of 
the stock. With a narrow market for stocks in Canada, especially 
for stocks not listed on the New York Exchange, these loans have 
not the liquidity of call loans in London and Ne^v York. 

Current Loaiis (33.90%) : 

This is an asset which requires the most«carcful«and unremitting 
attention on the part of the branch manager and the head office. , 



46 BANKING AND THE CAPITAL MARKET IN CANADA 

Current loans can be broadly divided into advances to customers 
and bills and notes discounted. The latter arc the most desirable 
because they arc principally composed of trade billsj with a currency 
of from sixty to ninety days^ and as a rule can be relied upon to 
be retired at maturity. A good portfolio of bills is no mean factor 
as a part of the reserve. Canadian banks as a rule refuse to take 
longer tenn paper than that of three or four months currency; in 
fact^ the average currency of a good bill file should not t'xcccd six 
weeksj which incaps a steady flow of money coming in every day, 
cvciyif only 50 per cent, of the items maturing were paid in full, 

(21) Ciirre^U Loans in Canada (26.40%) : Under this heading 
arc included commercial and agricultural loans and discounts which 
form the bulk of the item (No. 21). Provision is made in the state- 
ment form for loans to Provincial Governments (No. 23) and to 
mumcipalitics and school districts (No. 24). 

(22) Current Loans Elsewhere (4.04%); This amount repre- 
sents loans made in the branches of a bank situated outside of 
Canada. 

(23) Loans to Provincial Governmetils (.38%) and (24) Loaut to 
Cities^ Towns, etc. (3.08%): These iicina are self-explanatory and 
under proper conditions a desirable type of loan, 

(23) Non-Current Loans («24%) : This is a heading which 
was once known as ^^Overdue Debts/’ All accounts whicli develop 
unsatisfactory features in the opinion of the directors or sharcholdc'rs’ 
auditors arc included in this amount, full provision for anticipated 
loss being provided for. 

Included in the statement required from the banks by the first 
Bank Act was a column headed ’^Overdue Debts*’; but considerable 
confusion always existed among the banks as to its exact intention. 
Temporary delay in the settlement of a fully-secun^d note legally 
placed I it under this classification. The i*cal intention was to show 
the amount of doubtful loans of a bank, 'and the heading was there- 
fore changed in the 1923 revision to '*Non-currcnt loans, estimated 
loss provided for,” and section 113 of the Act states that there shall 
not be included in “Current Loans** any loan in i*cspcct of which: 

(a) the borrower has not for a period of two ycavs preceding the date of such 

return, statement or balnnee sheet, paid the interest theit*on at the rate 
agreed, in cash, unassisted by the bank; j 

(b) the bank has taken possession of the jiropcrty or any part of the property 
covered by any security given by the borrower with the intention of 
realizing thereon, or rentired or taken any step or proceeding for the 
purpose of resizing upon any security given by the borrower; 
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(c) the bank has commenced an action at law to recover from the borrower 
the amount of the loan or any part thereof, 

(d) the borrower has made an abandonment of his estate for the benefit of 
his creditors or any of them; or, 

(c) there is other cause, sufficient in the opinion of the manager of the branch 
of the bank where such loan is domiciled, or in the opinion of any director 
or officer of the bank who prepares, signs, approves or concurs in such 
return, statement or balance sheet, for deeming such loan not to be n 
current loan • 4 

Provided, however, that any Joan falling within this subsection 
may be included amongst current loans* if the directors declare* that 
after due inquiry they have approved such loans* as a current loan. 

In the original draft of the Minister of Finance a “non*current 
loan” was defined as one which no interest has been paid fAr a period 
of twelve mpnths. This was considered by the banlcs as unduly severe, 
especially on the farmers and stock raisers, as it would effect 50 per 
cent, and upwards of these loans, particularly in the West, and would 
seriously affect a bank's ability to continue much needed assistance 
to these obligants. 

As loans arc th^ largest individual itcyn in a bank's assets every 
precaution is taken by the managers, the credit department at head 
office and the inspection staff to avoid making advances likely to get 
ipto this undesi:i;ab]c condition. AH loans including non-current items 
arc constantly under the supervision of the shareholders' auditors 
and the Inspector General, who see that' the requirements of the 
Bank Act are complied with. 

Fortunately non-current loans do not form a serious feature in the 
statement, averaging only .30 to .40 per cent of the total liabilities. 

(28) Bank Premises (1.99%) : It is a sound theory in business 
life that no plant or building should be carried at cost on the books 
of an institution for any great length of time, but that each year a 
certain amount should be written off for depreciation. This practice 
is followed by all banks in Canada. 

(26) Other Real Estate (.21%) : Banks are forbidden by the 
Act to hold real estate other than that required for their own 
premises, nor can they lend on mortgages. They may, however, take 
a mortgage as additional security for a debt already incurred, and 
in case of foreclosure they are allowed to bid in the property, but 
cannot hold it over a ceiiKain length of time.^ Real estate other than 
bank premises, in the statement, represents lands which have been 
acquired in this manner and brought in by the bank in its effort 

'Such property must be disposed of within seven years, though the 
Treasury Board may extend the time for a further per^pd or periods not 
exceeding five years. (Section 82, Bank Act.) 
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to improve the position of a doubtful or a bad debt. Banks naturally 
try to get rid of property thus acquired as quickly as possible and 
in making sales frequently sell for part cash and accept security for 
the balance in the shape of a mortgage. These arc shown in the 
statement as Mortgages on Real Estate Sold (.12%). 

(31) Sharis of and Loam to (Controlled Companies (.31^); 
Some of die banks rather dian lock up capital in bank premises 
arrange with a subsidiary company to purchase land and erect offices. 
On the completioir of the offices bonds arc issued amply secured by 
real Watc, Funds for interest and redemption arc provided by the 
rent paid to the company by the branch, which is .sufficient to pay 
the interest and ultimately retire the issue. The greater part of the 
amount represents funds temporarily advanced while building is in 
progress. Most of these companies have a substantial surplus alffiough 
on the books of the banlc the stock is recorded at a nominal figure, 
generally one dollar. 

(32) Othc? Atsels {.055()) : Represents items in process of adjust- 
ment or for which no column is provided. 


PwprUtor( or Shareholder^ Interest 
As in a commercial statement the difference between the assets 
and liabilities represents the proprietors* interest, svhieh eonsists of 
capital paid up, surplus, undivided profits, etc. The statement shows 
that out of every hundred dollars of assets nearly ten dollars belong 
to the shareholders. 

(17) Capital Paid Up (4.01%): The Bank Act rcqiik'cs an 
initial capital of $500,000 of which $250,000 must be paid up in 
casli before a charter is issued. For this reason the Canadian banks 
are well capitalized, there being no bank with only the minimum 
capital. Standing of the banks on December 30, 1939, was as follows; 


TABLE IV — Gapitai. and Suapcvs op Canadian GiiAaTBaaD Banks, 1939 


Bank of Montreal 

The Royal Bank of C<uuida 
The Canadian Bank of Commerce 
The Bank of Nova Scotia 






The Dominioii Bank 
Imperial Bank of Canada 
Banquu Gaiiadicnne Nations lo 
Bank 0 / Toronto 
Bancluc Pravincialc du Canada 
Barclay's Bank (Canada) 


Capital Paid Up 
$36,000,000 

35.000. 000 

30.000. 000 

12 . 000 . 000 
LOO0,D00 
7,000,000 

7.000. 000 

6 . 000 . 000 
4,000,000 
1.500,000 


Surplus 
$39,000,000 
20,000,000 
20,000,000 
24,000,000 

7.000. 000 

8 . 000 . 000 

5.000. 000 

9.000. 000 

1 . 000 . 000 

750,000 


$145,500,000 $133,750,000 
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(16) Surplus or Rest Fund (3.70%): The rest fund is accum- 
ulated gradually from two sources^ first, increments from annual 
profits, thus decreasing the amount available for dividends^ and 
second, from the sale of new stock at a premium. For instance, a 
bank whose stock has a market value of $210t will offer shareholders 
a new issue of stock at $200 or^at a premium of $100. Capital paid 
up is increased $100 fc^ each share sold and the rest fund by a 
similar amount. Roughly speaking from 30 to 40% of* the average 
bank's surplus has been paid, in hard cash, by the shareholders 
themselves. • • 

Undivided Profits (.32%) : This item docs not appear in the 
Government statement except as the difference between total assets 
and total liabilities and is only shown in definite form when the 
banks publish their annual statements. In December, 1939, statement 
shown in Tabic IV, this difference, for all the banks, is in round 
figures $13,000,000 and consists of the undivided profits of the last 
annual statement plus accumulated gross profits in the interval. This 
amount, of course, fluctuates considerably during the year as from 
the gross profits must be deducted current running expenses, interest 
on deposits, dividends, etc. « At the end of a bank’s year running 
expenses and interest on deposits are paid to date, unearned interest 
on loans deducted, the necessary appropriation for bad debts, etc.> 
made and the disposition of the balance remaining, shown in tlie 
profit and loss account, submitted to dib shareholders. 

(15) Dividends Declared and Unpaid (.08%): This represents 
dividend cheques issued to shareholders but still outstanding. The 
Bank Act limits the payment of dividends to 8% per annum unless 
the surplus is equal to 30% of the paid up capita! after providing 
for all ascertained and estimated losses, but this condition is met 
by practically all the Canadian banks. In addition to the customary 
dividends, banks used often to declare a bonus in prosperous ye^s 
but no bonus distributions have been made since 1930, In fact, until 
1930 it was rare for a bank to reduce its dividend rate once a rate 
was regularly established. But since diat date practically every l}ank 
has reduced its rates so that now only one bank has a rate of 12%, 
two a rate of 10%, four a rate of 8% and two a rate of 6% or 
less. This represents a very substantial .change from die situation 
which prevailed before 1930 and indicates that, contrary to common 
public opinion, the ban^s have their own difficulties in maintaining 
their earnings. * 
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Profit and Loss Account 

7'hc items in this account have been converted to a perceiitagr 
of the total assets, a larger amount than tlic liability to tlic public 
and consequently the percentages arc somewhat smaller; undivided 
profits, for instance, are shown as .28% as against .29% in tlio main 
statement. The percentage of the shftreholdcrs* intc^rcst to total assists 
as; 

* Capital Paid Up ^ 3,71 

Rest Fund 

Undivided Profits . . 28 

Dividends Unpaid . . * .08 

(b) The Profits for the Year were 53 cents per hundred dollars 

of assets. Before 1914 the average earnings were about 1.25%, This 
auhstantial decrease in earning ]30Wcr is due princij^ally to the great 
increase in taxes, salaries and other operating expenses without any 
increase in bank rates or charges for services. Banks in tin; Unitt'd 
States have been similarly affected in profits and ai^c operating under 
clearing house schedules of chcargcs for servlecs that were formerly 
rendered free. « 

(c) Reserve jor Governmant Taxes on Circulation, etc, (.13%): 
This item is self-explanatory and refers to taxes accrued to date of 
statement 

(d) Written Ofi Bank PremiseM: It Is customai7 to make a sub- 
stantial “write-off’’ on bank premises, in tliis instance approximately 
5%. 

(e) Pension Pund: llic contributions of the staff being insufficient 
to maintain pension funds on a sound actuarial basis, the banks make 
annual contributions for that purpose. 

I (f) Dividends Paid (.31%): After providing taxes, depreciation 
and pension fund amounting to .20%, there, is left ,33% available 
for the shareholders; dividends absorb .31% of this, leaving a balance 
of .02% ,to be added to .21%, the amount of undivided profits 
brought forward from the previous year, making the balance forward 
.23%. 

The amount available for the riiareholHers just permits of the 
customary dividend of 6.36% on paid up capital of 3.71% in 1939, 
but the shareholders’ interest is considerably more than tlic paid up' 
capital, natpely, 7.50% ^and oh this basis the earnings were 4.4% 
and the dividend paid 4.1^%. The method of basing earnings as a 
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TABLE V — Profit and Loss Account of the Amalgamated 
Canadian Bank, 1937-1939 


Fcrcrnl^gc of Total Assets, 



1937 1 

1938 { 

1939 

Cr. 







(a) Balance from previous year 

.20 


.21 


.21 


(b) Profits for current year f.. . 

.60 


.59 


.53 



.80 


HD 


.74 

Dr. 

fs 



. 



(c) Government taxes, circulation, etc.. 


.14 


.13 

• 

(d) Written off bank premises 

.03 




.04 


(e) Pension fund 

mu 


mm 


.03 


(f) Dividends paid 

' .37 


35 


.31 


ig) Transferred to Rest account 

(h) Balance carried forward 

Hu 




.00 


1 -22 


.23 


.23 


— 

.SO 


msM 


.74 


percentage of capital alone instead of on the total shareholders* 
investment of capital and surplus is a misleading one and gives the 
public an erroneous idea of the earning power of the banks and does 
not form a fair method of comparison.* 








CHAPTER IV 


The Trend of: Bank Loans and Investments 
in Canada* 

J. D. GIBSON‘ 

T hs chartered banks occupy a central position in the financial 
structure of Canada. Indeed^ it can be said that the story of 
business^ in prosperity and depression^ is written in the changes in 
the volume and rate of turnover of bank credit and in the changes in 
the relative importance of the banks’ current loans and seeurity hold^ 
ings. ^ 

One usually thinks of the banks in fiicir capacity as lenders as 
providing working capital fbr business and commerce, thereby finan- 
cing the flow of production and distribution. 'Hicy are, in fact, the 
principal supi^licrs of short-tcim working capital and today some 
$975 million, or about onc*qitartcr of their assets, arc in current loans 
to industry, commerce, and agriculture, lliis avenue of employment 
for bank funds, however, has been of decreasing importance over the 
past twenty-five years and though there has been some improvement 
recently, bank loans arc relatively low as compared with the twenties. 
The expanding portion of bank assets has been security holdings 
which today arc about $1,600 million, representing more than 40 per 
cent of banking resources. Nearly five-sixths of this huge total is 
invested in Dominion and provincial bonds, the i*cm*ainder being in 
Canadian municipal obligations, in public securities of Mother countries, 
and in corporate bonds and stocks. The banks also the leading 
source of call money but here the demand has been small and at the 
present time such loans amount to only $50 million or thereabouts. 

There is no question but that the chartered banks arc much the 
largest source of short-tiprm capital both for private and public pur- 
poses. Not only arc their commercial and call loans of a short'^term 
nature but even their holdings of governmcift bonds arc concentrated 

'I 

'^Reprinted from Canadian Investment and Foreign Exchange Problems^ 
cd. J. F. Parkinson (University of Toronto Press, 1D40)« 

^Somc of the material prcs<*ntcd hrrciii appeared in an article by the 
writer published 1^ tltc Q(;^nadian Banker^ Jan., 1938, The editor's kind 
permission to draw upon the article is hcrc% acknowledged. 
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in the shorter maturities. Their operations^ however, bear a very 
important relation to the capital market as a whole. In the first place^ 
the total volume of bank investments and loans represents the amount 
of outstanding bank credit. In fhe second place, changes in the 
character of bank assets (e.g., the growing importance of security 
holdings and the decreasing importance of commercial Jending in re- 
cent years) affect the direction 3f investment not only in the short- 
term field but to a significant extent in the longer-term capital market. 
It therefore follows that the activities of the banks are of major 
importance in the movement of the whole structure of interest r^itcs. 
For instance, the growing purchases of short and medium-term hi^h- 
grade securities by the banks have tended to drive down interest rates 
not only in this field but, by adding to the pressure of funds seeking 
investment in the high-grade market, in the longer-term sphere as well. 

'Factors Determining Banking PoLrev 

But when this is said, it should be remembered that the banks arc 
strictly limited in their choice of investment policies. The nature 
of their deposit liabilities compels the banks to concentrate their funds 
in the short-term field and precludes ventures where the element of 
risk is high. In addition, they have little freedom to choose between 
commercial lending and buying government securities. Had they 
such freedom of choice they would unquestionably be employing a 
much larger proportion of their funds in current loans than is prac- 
ticable today. The fact of the matter is that the business demand 
for bank accommodatipn is closely related to the state of economic 
conditions and apart from the ^*ups and downs” associated with pros- 
perity and depression this demand has been slirinking steadily since 
the earlier years of the century. Furthermore, tlie banks have little 
independent ability to cnlai'ge the total of their loans and investments, 
for this is mainly determined by business conditions and governmental 
policy. 

Turning first to the total volume of lending and investment by 
the banks, it may be said that this is largely determined By two 
factors: [a) the ratio of cash to liabilities; and {b) the opportunities 
of investment. At any given time, the banks attempt to work to 
constant, though not necossarily identical, ratios between Jheir cash 
reserves and liabilities to the public. Over tlie last twenty years, 
however, it appears that the ratio for the banking system as a whole 
has varied between 7 per cent and 11 per cent. When opportunities 
for profitable employment of funds have bee^ favourable, the ratio 
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has tended la be lower than at times when coiiiiiicrcial dernnnds for 
accommodation have been slack. 

While the cash ratio has varied appreciably, it must not be assumed 
that the banks have to this degree deliberately influenced die total 
volume of credit in the country. Their actions have been largely 
the result of iiidividual considerations of pitifit and liquidity which, 
depending on the circumstances, may or may not have influenced 
the amount of bank credit^ Furthermore, it is worthy of note tliat 
in 1929, when the cash ratio was lowest, the first line of secondary 
reserves, call loans -in New Yor]g, was at high levels so that the banks 
were in a. position to enlarge their cash reserves by liquidating such 
foreign assets. 

Pnor to the establishment of the Bank of Canada the banks’ cash 
reserves were comprised mainly of Dominion government notes, gold 
and foreign currency balances. Since the regular Dominion note 
issue could be expanded only when the additions were backed by 
gold, the banks’ cash reserves were closely related to the changes in 
Canadian gold stocks. Aif important element of ilexibility, however, 
was provided by the Finance Act, whicli permitted the banks to 
borrow additional Dominion notes at jrates set by the Government. 
On a few special occasions the Government saw Rt to increase tlic 
uncovered portion of the Dominion note issue, thereby enlarging the 
banks’ cash reserves. / 

Since 1935 tlie responsibility for changes in the cash reserves of 
the banking system has rested with the Bank of Canada, which at 
that time took over the Dominion note issue and the hank and 
government holdings of gold. The chartered banks’ cash reserves 
against their Canadian liabilities now consist of Bank of Canada notes 
and deposits at^^c Bank of Canada, and th^c Bank of Canada is in 
a position to efTect changes in tlicse reserves largely through the pur- 
chase or sale of securities in the open market. 

It will be clear that variations in the cash reserves of the banking 
system must have an important effect on banking policies. In times 
of expanding business, an addition to cash reserves will increase tl'ic 
ability of the banks to enlarge their loans, while in times of recession 
such an increase of cash will stimulate their purchases of securities. 
In 1932 and 1934, for example, the Go^rnmont saw fit to make 
available some $88 million of additional Dominion notes, the bulk 
of which finally came to rest as cash reserves in the banks. More 
recently the Bank of Canada, through open market operations, has 
made some furfher additions to the banks’ cash jx^serves. In these 
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circumstances, the Canadian banks^ unable to expand tlieir current 
loans to any large extent, have competed keenly for government issues 
of short and medium-term securities. 

While the cash position of the banks— that is, the ratio of casli 
reserves to deposit liabilities — ^is thus a significant factor influencing 
the volume of bank lending and investment, the most important factor 
of all is the demand for bank funds from private and public sources, 
which in turn depends upon the state of business and govemrpent 
policy. A high cash ratio in itself docs not necessarily mean that 
the loans and investments of the backing system will be expanded 
accordingly, unless there are sufficient opportunities for increasing 
loans or purchasing suitable securities. The position in the United 
States today is striking evidence of this point, for the member banks 
of the Federal Reserve System are, and have becn^ carrying huge 
surplus cash reserves which they are unable to iltilize. 

Current Loans Versus Seouiutv Holdinob 
In regard to the uses to which bank* funds arc put, the most 
profitable avenue is commercial lending. When business is good and 
the demand for accommodation from credit-worthy borrowers is, strong, 
current loans (and incidentally bank profits) tend to expand sub- 
stantially.^ When business is depressed, commercial lending naturally 
tends to decline and holdings of government securities usually esqsand. 
Investment in this latter field, though attended by greater balance 
sheet liquidity than in the case M current loans, may offer com- 
paratively low returns, as has been the case in recent years. 

The banks* security portfolios have usually continued to increase 
for some time after the low point of depression has been reached. 
This was true of the three years following 1933 as well as of the 
three years which followed the post-war depression. The more recent 
experience was particularly si rejection of the continued “easy money** 
policy, which facilitated the issuance of government securities necessary 
to finance unemployment relief and agricultural assistance. It also 
reflected the lack of other opportunities for investment, for commercial 
loans continued to contract. During the middle thirties the upturn 
in prices and the expansion of production enabled many firms and 
^ individuals to liquidate th&r hitherto frozen bank loans and to reduce ^ 
unduly large loans. The sale of the wheat surplus of the early thirties 

^Wlth only two cxccptloris since the last war, bank profits have expanded 
cveiy year that current loans have increased and fallen off every year that 
such loans have decreased. * 
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has tended to be lower than at times when conunereial denuiuds Tor 
accommodation have been slack. 

While the cash ratio has varied appivciably, it must not Uii nssutned 
that the banks have to this degree deliberately inniumced the total 
volume of credit in Ac couiitry. Their actions have been largely 
Ac result of individual considerations of profit and Ikiiiiclity which, 
depending on the circumstances, may or may not have influcnc('d 
Ac amount of bank credit. ^ Furthermore, it is wor Ay of note tiiat 
in 1929, when the cash ratio was lowest, the first line of secondary 
rescKvcs, call loans Jn New Yorjf, was at high levels so that the banks 
were in a^ position to enlarge their cash reserves by liquidating such 
foreign assets. 

Prior to Ac establiAmcnt of Ac Bank of Canada Ac banks* cash 
reserves were comprised mainly of Dominion government notes, gold 
and foreign currency balances. Since Ac regular Dominion note 
issue could be expanded only when the additions wein backed by 
gold, Ac banks* cash reserves were closely related to the changes in 
Canadian gold stocks. All important element of flexibility, however, 
was provided by Ac Finance Act, which permitted the banks to 
borrow additional Dominion notes at rates set by the Government. 
On a few special occasions Ae Government saw fit to increase flic 
uncovered portion of Ac Dominion note issue, thereby enlarging the 
banks* cash reserves. 

Since 1933 the responsibility for changes in Ac cash reserves of 
the banking system has rested wifh the Bank at Canada, which at 
Aat time took over Ac Dominion note issue and the hank and 
government holdings of gold. The chartered banks* cash reserves 
against Aeir Canadian liabilities now consist of Bank of Canada notes 
and deposits at ^^e Bank of Canada, and the Bank of Canada is in 
a position to effect changes in Aese reserves largely Arough Ac pur- 
Aasc or sale of securities in the open market. 

It will be clear that variations in the ca>sh reserves of the banking 
system must have an important effect on banking policies. In times 
of expanding business, an addition to caA reserves will increase the 
ability of the banks to enlarge their loans, while in times of recession 
such an increase of cash will stimulate Aeir purchases of securities. 
In 1932 and 1934, for example, the Government saw fit to make 
available some $88 million of additional Dominion notes, the bulk 
of which finally came to rest as caA reserves in the banks. More 
recently the Bank of Canada, through o]icn market operations, has 
made some furAer additions to Ac banks* cash reserves. In these 
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circumstanccsj the Canadian banks^ unable to expand their current 
loans to any lai^ extenti have competed keenly for government issues 
of short and medium-term securities. 

While the cash position of the banks — that is^ the ratio of cash 
reserves to deposit liabilities — ^is thus a significant factor influencing 
the volume of bank lending and investment^ the most important factor 
of all is the demand for bank funds from private and public sources, 
which in turn depends upon the state of business and governipent 
policy. A high cash ratio in itself does not necessarily mean^ that 
the loans and investments of the backing system will be expanded 
accordingly, unless there arc sufficient opportunities for increasing 
loans or purchasing suitable securities. The position in the United 
States today is striking evidence of this point, for the member banks 
of the Federal Reserve System are, and have been^ carrying huge 
surplus cash reserves which they are unable to titilize. 

CujuiENT Loans Versus Sequritv Holdings 

In regard to the uses to which bank* funds arc put, the most 
profitable avenue is commercial lending. When business is good and 
the demand for accommodation from credit-worthy borrowers is .strong, 
current loans (and incidcntafly bank profits) tend to expand sub- 
stantially,” When business is depressed, commercial lending naturally 
tends to decline and holdings of government securities usually expand. 
Investment in this latter field, though attended by greater balance 
sheet liquidity than in the case 6f current loans, may offer com- 
paratively low returns, as has been the case in recent years. 

The banks’ security portfolios have usually continued to increase 
for some time after the low point of depression has been reached. 
This was true of the three years folldwing 1933 as well as of the 
three years which followed the post-war depression. The more recent 
experience was particularly a reflection of the continued “easy money" 
policy, which facilitated the issuance of government securities necessary 
to finance unemployment relief and agricultural assistance. It also 
reflected the lack of other opportunities for investment, for commercial 
loans continued to contract. During the middle thirties the upturn 
in prices and the expansion of production enabled many firms and 
' individuals to liquidate thSr hitherto frozen bank loans and to reduce ^ 
unduly large loans. The sale of the wheat surplus of the early thirties 

sWith only two exceptions since the last war, bank profits have expanded 
every year that current loans have increased and ha^ fallen off every year that 
such loans have decreased. * 


5 
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involved a sharp reduction in the heavy loans advanced against grain^ 
and the series of poor wheat crops also reduced requirements for 
banh loans. In addition, the inilial stages of business expansion 
were iinnnccd to an appreciable degree out of idle working capital 
which had not been required during the depression period. 


GHAErr I 



It is not necessary to dwell upon the reasons for the periodic 
declines in commercial lending. They arc fundamentally a symptom 
dnd not, as is sometimes suggested, a cause of depression. If any 
proof were needed for this statement it is only necessary to point out 
that depressions in this country have invariably originated from 
without its borders. They have usually resulted from declining prices 
and contracting foreign markets for Canada’s staple products, leading 
to reductions in export income. Decreasing export income, com** 
bined with the ^ncral^ccts of declining prices on bus|inc$s decisions, 
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has necessarily been accompanied and followed by diminished profits 
and curtailed production throughout the economic structure as^ a 
whole. 

The movement of bank loans and security holdings since 1929 
is shown along with ^'ash and deposit liabilities in Chart I. < As will 
be seen, the decline in loans persisted until the latter part of 1936 
and was followed by a very gradual increase up to the fall of 1939 
when, with the large wheat crop and thp outbreak of war, therq was 
a substantial advance. Security holdings, on thp other hand, rose 
steadily (with minor variations) from early in 1930 until the begin- 
ning of 1937. From then until the outbreak of war, there was only 
a small net incicasc, but in Octobei*, 1939, the Government war loan 
sold to the banks lifted the total to a new high level. The great 
bulk of the expansion of recent years, as the diagram shows, has 
occurred in Canadian government securities. 

There has thus been a radical change in the character of bank assents 
over the past decade. The banks’ holdings^ of securities today arc 
considerably larger than their total loans* whereas ten years earlier 
security holdings were very much smaller, than loans, indeed, only 
about one-third the size. 

[Editor’s note: The trend in the character of bank assets during 
the thirties Was accelerated by wartime financial developments. Se- 
curity holdings of the chartered banks increased almost three-fold 
between 1939 and 1946. Bank Joans in Canada, on the other hand, 
indicated a fluctuating course during the same period, loans in 1946 
being slightly higher than in 1939.] 

The Declining Trend of Bank Loans 

This brings us to a consideration of longer-term trends, for the 
decline in the relative and absolute importance of loans over the 
past decade is the result of certmn long-term tendencies as well as 
of the depression. Indeed, the relative importance of current loans 
has been decreasing for a quarter of a century, while at the same 
time securities have been gaining a more important place in bank 
assets. 

These broad developments arc clearly illustrated in Chart II which 
shows current loans and^security holdings expressed as percentages 
of bank assets since 1900. It will be noted that as a percentage 
of total assets, current loans have declined from between 50 and 60 
per cent prior to the last war to around 25 per cent today, while 
security holdings have risen from between 6 andTO |)er tent of total 
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assets to more than 40 per cent* While loans have clearly responded 
to pXDspcrous economic conditions, tlie j^cak of cacli succeeding }3mod 
of recovery has been substantially lower than the preceding one. 
Similarly^ while the importance of security holdings lins tended to 
diminish in times of prosperity, these changes appear only as short- 
term interruptions in the broad lipwarci trend. 



Wbat arc the reasons for Uiis striking change in the character of 
bank assets? Turning first to the dowmvard trend in con^mcrrial 
lending, several factors deserve attention, For one thing, tiicrc has 
been an increasing disposition and ability on the part of many 
businesses to finance working capital out of corporate savings, paring 
die latter part of the last war and post-war boom, and even mon* 
in the period from 1925 to 1929, rising prtifits permitted many ron- 
cerns to lessen their dependence on, or even to free themselves from, 
die need for bank accommodation. In addition, the market for corpo> 
rate bonds and equities, both at home and in the United States, has 
become much *idcr sifice pre-war days. The “new era” was paiv 
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ticularly famous for its ability to absorb ziew stock flotatiOzis and 
corporate bond issues^ which, so far as they were used for working 
capital needs, lessened the demand for bank loans* Another influence 
closely allied to these tendenccs has been the growing size of the 
average business unit, exemplified by the trend, toward consolidations 
and mergers. Large enterprises have, as a rule, easier access to the 
capital market than small concerns. Moreover, big corporations have 
often tended to plough in profits and establish larg^ reserves, thereby 
diminishing their requirements for bank loans. The big corporation, 
indeed, has not only come to rely less* upon banking accommodation 
but has also been providing a growing proportion of its *long-term 
capital requirements out of its own savings. 

These factors are to some extent a reflection of the growing 
maturity of the Canadian economy, of the gradual transition from a 
situation marked by heavy imports of long-term ,tapital, associated 
with a relative scarcity of working capital, to a position marked by 
net exports of long-term capital and a relative abundance of working 
capital. This change has been accompanied by the development of 
a domestic bond market, of stock exchanges, and of the general 
machinery for corporate financing, as well as by a greater interest' 
on the part of Americans in the obligations and equities of Canadian 
companies. Speedier processes of production and more rapid trans- 
portation have also played a part in reducing requirements for working 
capital. In addition, the Canadian banks have been faced with a 
certain amount of competition in the commercial lending field, par- 
ticularly of an indirect character, from the United States. Canadian 
subsidiaries of ^erican concerns are often financed entirely through 
the parent company which, so far as it requires bank accommodation, 
is likely to get it from United States banks. 

It must also not be overlooked that prices generally have been 
tending downward during most jol\ the period since 1920, There 
can be no question but that this has contributed to the decreasing 
importance of bank loans. Another factor workii^g in the same 
direction was the persistence of drought over considerable areas of 
Western Canada for the greater part of a decade. While this situ- 
ation did not prove to be^permanent, so long as it lasted it restricted 
commercial lending both directly and through the general eff^ts 
of poor t crops on the income of the Prairies and indeed on that of 
the Dominion as a whole. To a substantial degree, the downward 
trend in current loans also reflects a lack, of^cxibility in the Cana- 
dian economic system. That is, it provides evidence of the slowness 

/ ' I 
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and difficulty of adjustment to the violent diaiiges in export income 
duoring and since die last war. The latter factor, t.c>mbincd with a 
growing sense of social responsibility, has given rise to d(!manda for 
government assistance and intervention, leading to a marked expan- 
sion of the public debt. Here is die main reason for die upward 
trend in the banks* holdings of sccuri(;j[cs. While some of the inili^cnccs 
behind the broad trends of loam and investments arc peculiarly 
Canadian, it is of interest •to note diat the same genera! shift in 
the composition of bank assets has been going on in the United 
Statfis and to some degree in Great Britain. In the United States, 
indeed, the trends arc just as pronounced and arc of even longer 
standing than in Canada. 

* [EdiWs note: Current loans in Canada reached a wartime peak 
in 1941 ($1,186 million) but thereafter declined until 1945 j then 
rallied somewhat ($l,267*mi!lion) in 1946. This would seem to in- 
dicate that bank loans are no more than liolding their own in ab- 
solute terms, and, as comparod witli other assets, arc drastically 
declining. The following table in^licate.s these ivccnt trends in bank 
loans, and in the ratio of bank loans to assets: 

Gurrkkt Loans Canada* 

1939 1941 1942 1943 1944 1943 1946 

Average of month-end 

6gurcs ($ million) 968 1,166 1,136 1,1(5 1,066 1,135 1,267 

Percent of current loans 

to total asset! 27 9D 26 22 18 18 17 

^Computed from statlitics in the Bank of Canada StatUiieal Sumtnatyt 
1946 Supplement p. 9 and the SCalisiieal Summary, The. 1946-J.in. 1947, p. 4.] 

The Nature of Seguritv Holdings 
Information on the na'turc of the banks* security holdings is pre- 
sented in Table L As has already been indicated, the great expansion 
has occurred in holdings of Dominion and provincial bonds (including 
guaranteed obligations). From a figure of $342 million in 1929, 
such holdings rose to an average of $1,234 million in 1939 and the 
totel is even higher today. Before the last war the total was c.om- 
parativcly negligible, amounting to only $10 iiiillion in 191.3. Indeed, 
in those days, the banks held far more corporate sec,\iritics than 
government bonds. 

The classification shows that in 1939 over ^$5(10 million of the 
total Dominion and provincial security holdings were short-term, i.c. 
maturing witliJn two y^ars, and it is probably safe to say diat much 
of the remaining $718 million of these securities were of a mcdhim- 
term character. In addition to these government obligations, the 
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banks hold a little ovei' $100 million of Canadian municipal bonds 
and $78 million of British and foreign government securities. There 
has been an appreciable rise in total holdings in these two groups 


TABLE I 

Ghartsrbd Bank Security Holdings 
(Annual averages of mtijith-end figures in $ million) 



1913 

1929 

1933 

1937 

1939 

8hort-tcrm Dominion and pro-^ 





1 

vincial securities (maturing 



* 

445 

516 

within 2 years) 

f 

S42 

627 

t 


Other Dominion and provin- 




67.4 

71,8 

cial securities , 




[ 


Canadian municipal securities 

1 



f 114 

102 

British and foreign public 

[ 33 

104 

164 

1 

t 


securities j 

1 



1 68 

78 

Other securities 

71 

53 

50 

125 

126 

Total security holdings,... 

104 

499 

841 

1.426 

1,540 


ovcjr the past ten years^ but since prior to 1934 they were published 
in one combined figure there is no way of telling what the individual 
changes have been. The last item in the table, designated as ‘‘other 
securities, ‘‘ has also increased considerably since 1929, The only 
definite fact known about this item is that it is confined to obligations 
of private as distinct from public enterprise. Presumably it is largely 
made up of Canadian corporate bonds and stocks. But despite the 
increase of recent years, this tyj5e of Investment represents only a 
small proportion — ^Icss than 10 per cent — of the banks’ security 
holdings. 

[Editor’s note: 

GHARTsaBD Bank Segurxty Holpinos* 

[Annual averages of month’-end figures in $ im7/ion) 



1939 

1942 

1943 

1944 

1945 

1946 

Short*tcrm Dominion and pro- 
vincial securities (maturing 

within 2 yrs.) 

316 

997 

1,598 

1,842 

1,863 

1,573 

Other Dominion and provincial 

securities 

718 

810 

807. 

1,149 

i;i75 

2,162 

Foreign Government sccurittcs 

78 

106 

167 

209 

228 

276 

Other 

228 

161 

142 

154 

191 

276 

TOTAL 

1,540 

2,073 

2,714 

3,353 

3,858 

4,287 


^^Frotii the Bank of Canada Statistical Summary, 1946 Supplement, pp. 
8-9, and the Statistical Summary Dec. 1946- Jan. 1947, pp? 17-18. (Note: this 
tabic does not completely coincide with that of Mr. Gibson in Table I.) 
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.From 1939 to 1946 then; was a tremendous increase in chartered 
bank security holdings, for (he most part in Government securities. 
The ratio of sc'curity holdings to bank assets was almost 60% in 
1946. The increase was much more rapid in holdings of short-tenn 
government seeuritics, which rose from $316 million in 19.39 to $1,598 
million in 1943, and attained a peak of $1,863 million in 1945. At 
first, holdings of longer-term (over two years) government securities 
rose -much /ess rapidly, fiom $718 million in 1939 to $807 million 
in 1943. Since then, however, bank holding.s of these securities have 
increased much more rapidly, rfaebing $2,162 million in 1946, How- 
ever, carl/ in 1946 the Dominion Government, the Bank of Canada 
and the chartered banks reached an agi'ccmcnt whereby the char- 
tered bank holdings of Dominion Government securities, other than 
very short-term securities such as deposit certificates or treasury 
bills, were to be limited to 90% of their Canadian savings deposits. 
If the banks wish to invest in Dominion Government securities be- 
yond this proportion, the/ may purchase short-term securities ahd 
treasury bills.] 

The Natur^ of Bank Loans 

Information on the nature of bank loans was not compiled prior 
to 1934, so that no long-term comparisons arc possible. However, 
Table II shows clearly the character of the further decline in loans 

TABLE II 


CLAB8lFlCATr6N OF 

Bank 

Loans 



{As at October 3l 

j m $ mi7/ton} 




1934 

1936 

193a 

1939 

Agriculture (induding gram) 

213 

118 

149 

266 

Forestry 

74 

65 

75 

57 

Mining 

7 

7 

9 

6 

Fishing 

7 

B 

9 

7 

Construction 

22 

24 

39 

46 

General manufacturing 

140' 

130 

138 

136 

Railways and public utilities 

71 

8 

-25 

36 

Merchandising 

117 

• 116 

134 

134 

Financial 

276 

283 

250 

220 

Municipal and school districts 

107 

92 

115 

112 

Other loans mitt 

114 

83 

116 

' 121 

Total Canadian loans T. 

i.ifeo 

934 

1,059 

1,143 
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from 1934 to 1936 and of the increase since 1936. In addition^ it 
provides a picture of the distribution of bank loans between the various 
ty^pes of business. 

In 1939^ agricultural loans were the largest single group. About 
four-fifths of this total represented loans against grain and the 
remainder loans to fanners. Ne^t came loans for financial purpos^s^ 
covering advances to brokers and individuals, and to insurance, 
trust, and loan companies. The third group in point 6f size .was 
manufacturing, followed closely by merchandising. In the case of 
manufacturing, however, the surprising thing is the smallness of the 
item. When it is remembered that the manufacturing industries 
produce nearly onc-lthird of the national income, their proportion 
of bank loans — less than one-eighth — appears very low. It is in this 
field that so many of the large corporations are engaged, and it is 
these which have been increasingly financing their own operations. 
Similar observations apply to the very low figure for mining where 
the developed properties arc, to a very larrc extent, capable of finan- 
cing themselves while the exploration and early development work 
/ is generally of too speculative a character to permit substantial 
advances. , 

Turning to the movement of loans in recent years, it will be 
sepn that the decline in the total from 1934 to 1936 was largely the 
result of a big reduction in agricultural loans and of a sharp drop 
in loans to railways and public ut|lities, reflecting the repayment of 
a laige loan by the C.P.R. In regard to the increase since 1936, the 
leading factor has likewise been agricultural loans, which rose abruptly 
last year as a result of the big wheat harvest. Other types of loans 
which have expanded considerably are construction, railways and 
public utilities, municipalities, and merchandising. The notable growth 
in the construction group is principally a reflection of the success 
of the Home Improvepient Plan. Ther^ was only a very moderate 
advatice in manufacturing loans, and loans for finemcial purposes de- 
clined substantially. 

f 

[Editor’s note: ' 

The various trends in types of bank loans arc indicated below. 
Loans to agriculture have steadily decreased since 1941; whereas 
loans to general njanufacturing and merchandising increased almost 
proportionately from 1939 to 1946; financial loans remained steady 
from 1939 to 1941, fell markedly in 1942, land rose steeply in each 
succeeding year to 1946.] 
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CtAaSIFtCATlON OF BaNK LoANS* 
(As oi October 3Jj m $ tjMion) 



1939 

1941 

1943 

1946 

Agriculture (mcluding grain) 

268 

340 

298 

178 

Forestry 

57 

44 

43 

79 

Mining * 

ft 

7 

10 

14 

Fishing 

7 

It 

8 

16 

CSonstruction* 

46 

'' SO 

46 

72 

General manufacturing 

138 

245 

259 

239 

Railways and public utilities 

36 

20 

13 

16 

Merwandising 

' 134 

136 

100 

240 

Financial * 

220 

214 

167 

382 

Municipal and school districts 

112 

78 

48 

27 

Other loans 

121 

109 

87 

118 

TOTAL*' Canadian loans 

$1,143 

$l,27S 

$1,078, 

$1,439 


^Detailed statistics of this summary table may be found in the Bank of 
Canada StalUiicnl Summary^ Supplement pp, 10^ 19, and the Siatisttcai 
Summary Dec, 1946-Jan, t94j[, p, 8, 

f 

' The Wah-wmb Situation 

With the oudbreak of whi' bothliahk loam and invofftnients rose 
sharply and since November have been comparatively steady (sec 
Chart 1). Hovrever, the increase in loans (of about $1>50 milliou 
from the end of August to the end of November) was largely a 
result of the big wheat crop, thdUgh there was some improvement 
in general commercial demands. The increase of security holdings 
was a direct reiicetion of the war, being entirely attributable to the 
Govemmeot’s $200 million short>tenn loan from die banks. 

What is the outlook for bank lending and investing under wan 
time conditions? In the last war the banks added very substan- 
tially to their security portfolios, and though cvirrcnt loans showed 
a net increase from 1914 to 1918, it was comparatively small; as a 
percentage of total asseti loans declined sharply. But while the 
experience of the last war is of interest 'it svould be dangerous to 
regard it as a precedent. 'The Canadian financial sitiisition twenty- 
five years ago svas very different from what It is today. In those 
days we lacked a developed domestic capital market and it was 
not until the latter part of the war tliat large domestic public loans 
proved to be practicable. Tlic Government’s sources of revenue 
were also restricted by the absence of a broadly based tax sy.stcm; 
and again it was only ftiward the end of (or even after) the conflict 



65 


THE TREND OF BANK LOANS AND INVESTMENTS 

that such potentially important sources of taxation as the income, 
excess profits, and sales taxes were tapped. Under these conditions 
considerable reliance was necessarily placed upon the banks. 

Today, in contrast, the madiincry of taxation is well developed 
and there is a very substantial domestic capital market. The Govern- 
ment has indicated that it intenc^ to make full use of these facilities, 
that it will, so far as is feasible, finance the >v^ through taxation 
and borrowing from the public’s savings. Heavy borrbwhig from 
the banks might well prove infiationaiy if it were carried out on a 
large scale for a considerable Icngth^of time, and the Government 
has expressed its resolve to take all practicable steps to « avoid' in- 
flationary financing. The loan from the banks last October cannot, 
therefore, be regarded as the beginning of a continuous policy. Some 
expansion of bank credit at that time was desirable in order to 
facilitate the growth of production and employment, and in these 
circumstances the loan from the banks was not inflationary, and it 
^is possible, indeed, that some further expansion of bank credit may 
be necessary before the nation’s productive capacities are fully utilized. 
This, of course, does not preclude the possibility of a large increase 
in the banks’ holdings of gqvcrnment securities, for if the war is 
long and interne the Government’s need of funds will be an increasing 
one. 

In regard to current loans, the higher rate of business activity 
may result in some ^further incre^. Much will depend, of course, 
on the level of prices and upon die size of the wheat crop. There, 
is little or no possibility, however, of commercial loans again occupy- 
ing as important a plage in bank assets as in the twenties. Any 
improvement that does occur will be a result of greater business 
activity or higher prices, for there is no reason to believe that the 
more permanent causes of the declining position of bank loans have 
become inoperative. 
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CHAPTER V 


Tendencies in Canadian Investment* 

D. a McGREGOR 

B ehind the developments of ^ the last twenty^five years lie several 
long-term trends^ in investment which became well known in 
the nineteenth century. The first is the increasing amount of capital 
equipment and investment per hcad^ as indicated/ for example^ in 
the industrial censuses and public accounts of Canada and other 
countries. The second trend is the closely associated increase of 
savings. Larger savings have been made possible by a long-term 
rise in the level of real income (i.e,, of output per head) and morc^ 
especially by tlic conccntifition of that income into the hands of 
limited numbers of well-to-do persons, some of whom make its re- 
investment their main pursuit. A third trend is the tendency toward 
specialization of financial functions* ^rior to the last war special- 
ization had not proceeded far beyond the minimum required for 
coihmcrcial banking, insurance, a small stock exchange, and trust and 
loan companies. Recent examples of increasing specialization, discussed 
elsewhere in this volume, are the emergence of investment tnists, of 
companies financing instalment sales, of investment companies in 
mining, of a central bank, and of federal provision for mortgage 
financing. 

A fourtli trend is the larger amount of capital employe^ by the 
average industrial enterprise, owing to the development of branch 
plants and vertical integrations. The increasing amount of capital 
investment has altered the ^aracter of the typical borrower, in 
some eases expanding his credit requirements but in others diminish- 
ing them almost to zero. It has diminished the personal element 
in risk and identified the fortunes of single enterprises more closely 
with the country at large. 

p ' 

*1* Reprinted from Canadian Investment and Foreign Uxchange Problems, 
cd. J. P. Parkinson (Univeisity of Toronto Press, 1940). 

’ ^Throughout this paper the term ”lrend’* is freely used for want of a better 
word. Through the last twenty-five years all that onh can see plainly arc 
violent oscillations and maladjustment; in all this there is not, strictly speak- 
ing, any trend whatever biTt simply recurrent breakdowns of the foundations 
of economic stability. i 


66 



TENDENCIES IN CANADIAN INVESTMENT 67 

Had there been no Great War or other cataclysm^ these trends 
would no doubt have continued without abrupt change. Following 
the lines of older countries the institutions of a capital market 
would have emerged over several generations. Outlets for invest* 
ment would have become more diversified and investment institu- 
tions more speciali2ed. Saving and lending would have proceeded 
without serious dislocations cither within countries or across inter- 
national boundaries. Speculation in fa^m land would 'almost .cer- 
tainly have slackened as frontiers of settlement pushed into less 
favoured northern regionsj while <q}cculation in urban property 
would have subsided at least in part; in short, land would have 
lost much of its importance as a store of value. Government 
mortgage lending would not have become important and no reason 
for moratoria or large-scale debt adjustment would have arisen. 
Government housing projects would not have become an issue 
except for^ the lowest income groups in the community, as^ first 
mortgage money would probably have been available and com- 
parative stability of employment would* have enabled borrowing 
at low rates. Little if any additional monetary control would have 
developed unless we assume an intensification of booms and depres- 
sions, or the need for government borrowing. Public debts would 
have risen, especially those of provinces and municipalities, .and in 
the absence of a federal war debt important adjustments of taxing 
powers and government activities would no doubt have been made 
long before this to check the growing debts of subsidiary governments. 

These arc might-have-beens. Some are almost inevitable. Others 
are largely conjectural, based on the belief that but for the Great 
War the economic progress and comparative stability of the late 
nineteenth century would have continued. They serve mainly to 
dirow into relief the sharp dislocations of later years and the break- 
down of the investment process arising from those dislocations. In 
addition, they suggest questions as to the petering out or even the 
reversal of the economic progress of’ the post-Napoleonic century, 
the answers to which can be given only from the perspective of a 
later generation. 

From the Great War to the Great Depression 

It is generally agreed that the Great War enormously accelerated 
the development of the Canadian capital market by causing an 
unprecedented demand for public borrowing. Through a measure 
of inflation it furnished a supply of savings to meet the demand 
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wjlilc in order to bring deniand and supply together tlie investment 
banking business expanded and specialized to an extent which 
, would otherwise have occurred only over generations. Under the 
combined inJhicnce of patriotism, advertising, solicitation, oratory, 
and 5^2 per cent the public bceaine “security conscious” over night 
, and n bondholder next morning. It also learned that a government 
bond was the open-8e><amc to bank credit and bought another bond 
on .the strength of it. 

The spending of the borrowed funds, along with the cutting off 
of trans>occanic imports and. the shortage of shipping, expanded 
many branches of existing domestic industry. At the same time 
the demand for munitions, high explosives and aircrafts brought 
into being many new industries hitherto found only in Great Britain, 
the United States and Germany. As a result Canada cmcigcd 
from the War with a larger industrial plant (some of which later 
had to be scrapped), a greater command of modern industrial mcthodii, 
and a more diversified production. 

After the War these 'developments laid the basis for a wide 
public participation in the (inanring of new industrial ventures. 
The public sold its tax>frec Victory Bonds at a profit and bought 
bonds of pi'ovinccs, nuinidpalities, an^ paper and poiver companies 
witlx the proceeds. In bringing borrower and lender together, the 
sales forces and promotional functions of the greatly expanded invest' 
ment banking business found a much needed substitute for the waP' 
time activities which brought most'of them into existence. Meanwhile, 
enormous credit operations within the' United States and later 
between the United States and foreign countries enhanced the 
prestige bf bond issues and the status and profits of dealers. To 
become a bond salesman whs the aim of many an ambitious college 
graduate; to gain a cmnpetcnce through security speculation bpcame 
the goal of those who had been disappointed by the sluggishness 
of real e.state markets, or who had never before known the possibilities 
of speculation in any form. In the late nineteen-twenties immense 
sums of money were also borrowed in Canada by private individuals, 
secured by mortgages based upon relatively high urban property 
values, lliis was in marked contrast to the situation at fixe peak 
of prices in 1919 and 1920 when, apart frofli western farm mortgages, 
relatively few commitments were made. The risks inherent in the 
“new era” were overlpokcd, except in agriculture where the steady 
; withdrawal of insurance and trust companies from the field of farm 
lending reflected the rcSi arising from unstable and low farm income. 
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As the post-War decade drew to a closc^ the gradually rising wave 
of stack speculation and of corporate refinancing dominated the 
scene. For the first time large numbers of Canadian investors 
speculated elsewhere than in land. 

After 1929 

\ 1 

In contrast with the Great War, which for the most part accel- 
erated long-term tendencies already in evidence, the. depression 
which began in 1929 reversed as man^ trends as it accentuated 
and brought into being new Jaws and new financial institutions* 
At the outset the decline of commodity prices in the face of more 
or less rigid costs for labour, transport, interest, and taxes ^inevitably 
reduced the income and credit-worthiness of bu^ncss enterprises. 
The associated collapse of security and property values completed 
the disorganization, making it all but impossible to raise capital 
whether by stocks, bonds, or mortgages, and withdrawing the incentive 
to do so. 

Notwithstanding this disorganization, the How of funds from the 
public into the hands of insurance and trust companies continued, 
while customers of the banks repaid their loans. There followed 
an irresistible pressure upon* the management of these institutions 
to reinvest the proceeds without delay,* But where? Government 
bonds alone were considered safe. By the end of 1934 prices of even 
the highest grade bonds had been driven so high that no long-term 
investment could be regarded as \WioUy free from the risk of capital 
depreciation.* Insurance companies and banks, therefore, concen- 
trated their pulrchases upon short-dated bonds of the Dominion 
Government and the. safest ^^rovinces and municipalities. New issues 
and refunding were resumed by these strong borrowers, the new bor- 
rowing being rendered necessary by government deficits. Gradually the 
stronger private corporations and lesser governments also re-entered 
the market, mainly for the purpose of refunding rather than for 
raising new capital. 

Elsewhere defaults on interest and principal became common, 
spreading from farm mortgages to corporation and municipal bonds 

^Purchases of governmcDt securities by the chartered banks were nlso 
stimulated Iw increases in tneir cash reserves; these increases' were in turn 
ithe result of policies of the federal Government and an increasingly active 
balance of international payments.^ 

^The (xAirsc of interest rates in Canada from 1929-37 is shown in^ the 
accompanying chart, reproduced (by permission) from S. E. Nixon, J. T. 
Brydcn, and W. T. G. Hackett, **Interest Rates in Qanada”* (Canadian fottmal 
of EcanamUf and Foltfioal Aug., 1937). 
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first in Western Canada and tlicn in the East. The former public 
confidence in bonds^ stocks^ and mortgages gave way to panic selling 
and unwillingness to buy existing issues ev6n at unprecedentedly 
iiigh yields. Provincial Lcgislatums introduced moratorium legis- 
lation to protect home owners and farmers from foreclosure. Faced 
witli rising costs for unemployment and farm relief, they experimented 
with several types of partial default on their own obligations. As 
the decay of public credit among weaker governments spread, the 
lo^^ncss of bond prices was first justified, then aggravated. 

The private individual was^now faced with the choice of follow- 
ing the example of institutional investors and making a virtually 
riskless Investment at unprecedentedly low yields (by ownership of 
a savings account or a short-term, high-grade bond) or a relatively 
speculative investment at 7 per cent or more. > As 2 or 21^ per cent 
has little appeal to the individual investor, ibcrc was still a strong 
incentive to engage in risky investment with some hope of capital 
gains, notwithstanding tlic debacle of 1929. Speculation has been 
furtlicr encouraged by tile long-term trend of commodity prices. 
Many investors, fearing that such prices would sooner or later rise to 
unprecedented heights ns a result of excessive government borrowing, 
have made efforts to*‘*hedgc against mflation” through purchase of 
common stocks. 'Fhus risks arising from long-term monetary in- 
stability induce investors to accept other risks whicli fit>m a short- 
term standpoint arc even greater. As an offset, the principle of 
diversification (widely publicized* by the ^common stock theory of 
investment” in the 1920’s) is now widely practised, tliousands of 
investors virtually ' running their own little investment trusts. The 
resulting concentration upon speculative shares has probably increased 
die short-term risk of holding this type of security though it has 
^widened the market.” 

Willingness to take a chance is the necessary condition of^in- 
dustrifd progress and prosperity but is not sufficient in itself to result 
in continuous lending and creation of capital goods. There must 
be vcnturcsoine borrowers as well as lenders and for there to be 
venturesome borrowers there must in turn be opportunities for the ' 
profitable employment of capital. In the absence of such conditions, 
speculation will be confined to existing ^shares instead of spilling 
over into new issues, the capital market becoming purely a second- 
hand shop for outstanding issues* ' 

The outcome of the tendency of institutions toward bonds and 
of private indfviduals^to^ speculation in existing islsucs has been ^ 
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crystallized in the resulting stock ^of capital goods and the associated 
capital liabilities. The nation’s stock of capital goods is smaller and 
of a dilTcrcnt character than it would have been had earlier tendencies 
and a more iiortnal functioning of the capital market persisted. 
There is relatively less investment in modern farm equipment and 
housings in iip-to->datc steam and electric railway equipment, and 
in the most cRicient types of factories and machinery; there is rcla^ 
tivcly more investment in ptiblic pro]>erty such as highways, post 
offices, and other public buildings. A more striking difference Jics 
in die accumulated liabilities. Instead of large issues of the common 
and preferred stork and direct investments (reserves) of private 
enterprise, we find a vast addition to the public debt, bearing interest 
at a fixed rate, maturing at a given date, and imposing a further 
drain upon the tax revenues. Moreover, this debt is to a large 
extent owed to banks and insurance companies, institutions whose 
importance is such that drastic adjustment of the tax burden and 
debt cannot be undertakon without far-reaching consequences for 
the whole community. 

From the 5tand]>oJnt of institutional lenders, risk has been avoided 
by lending mainly to the stronger governments. From the standpoint 
of govciiuiicnts the dangers arising from social, economic, and polit- 
ical upheaval have been tempered witli the proceeds of this lending. 
Meanwhile, public assistance has been granted directly and indirectly 
to distressed provinces, nmnicipaljtics, and private enterprises, en- 
abling them to meet tlicir obligations' and preventing heavy losses 
to a multitude of investors. In all this it would seem that a fairly 
satisfactory adjustment to the financial uncertainties of 'the post- 
war decade had been attained. When the situation is viewed as 
a whole, however, the results of these efforts do not appear as 
encouraging as when viewed from the standpoint of the particular 
interests involved. 

' The Sogtal Neoessitv op Risk 

The effort to avoid risk may defeat itself by petrifying a large 
part of tlic economy. Be it remembered that it is the basic principle 
of a competitive system tliat some vcnture<f win (i.c., prosper) and 
others lose, from which it follows that risk mtist always be present, 
The pages of modem economic history are crowded with events 
which demonstrate the importance of this principle. In periods of 
expansion, declining Industrie are sustained for ■ a time and risk 
appears low, but with the onset of a depression the full extent of 
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their obsolescence and the growing strength of their competitors 
are revealed. Well-known contemporary examples may be found in 
the steam and electric railways^ the legitimate stage^ and silent motion 
pictures, while during the past century most small canals, stage 
coaches, and sailing-vessels suffered the same fate, together with 
numerous handia*afts and thousands of small, uneconomic factories. 
With each decline, a certain number of stockholders lost money and 
a certain number of contracts were brok(tn. No amount of concen- 
tration upon bond issues could have avoided the major losses unless 
investors had possessed perfect foresight. 

Liquidation of unsound positions was essential; had they been 
supported by public regulation or by aid from the public treasury 
their more efficient successors could hardly have come into existence. 
The principle may be restated somewhat differently as follows: in 
a dynamic economy, the fixation of capital with borrowed money 
depends for its continuance upon either 

(1) a national income which grows sufficiently to be capable of 
paying interest and dividends on steadily rising capital lia- 
bilities without seriously prejudicing^ the position of other 
participants in income,” or 

(2) the wiping out by repayment, by conversion into equities or 
t by default, of a margin of preferred obligations (particularly 

those represented by cumulative contracts such as bonds, 
cumulative shares, and first*mortgages) at a rate fast enough 
to prevent such claims from absorbing a disproportionate 
amount of the total income received from investments. (The 
elimination of a margin of equity holders is taken for granted.) 

It follows, except under the unusual circumstance of a national in- 
come which is steadily growing (case 1 above), that the condition 
of continued capital creation (i.e., debt creation) is a considerable 
amount of debt extinction.^ And debt extinction (except in the 
unusual case of a net repayment”) involves losses for investors. *I%us 
we find that the continued effectiveness of the competitive system 
and the capital market depends upon the paradox that risk, the 
supposed enemy of investment, shall be present but not omnipotent. ^ 

‘*To the extent that capital is created from corporate savings this state- 
ment must be modified, ^ « 

'^Erpayment of the p^rindpal of a bonded debt out of earnings docs not 
usually reduce the total amount of bonded debt (i.c. there is no net repay- 
ment), since the amount repaid is usually reinvested in another bond issue. 

It follows that it is almost impossible for a whole ^country *to get itself ‘out 
of debt, except with respect to other countries. 
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One is i*cmindcd of the natural Ut’s observation that deer thrive 
best when there arc wolves around. 

If by taking thought cautious investors manage to protect and 
improve their posilionj they throw risk on to oUu'r shoulders but 
rarely eliminate it from the economy as a whole.® For example, 
withdrawal erf j^rivatc lending in tbc field of farm mortgages has not 
reduced the risks of farming, but has meant that governments have 
had to step in as lenders, r Again, 'increased institutional lending to 
governments through the purchase of bond issues has raised the quality 
of investment jDortfolios but has at the 5^^mc time created heavier 
governmental fixed charges which in turn have produced a heavier 
and less flexible tax burden. As a result the citizen as owner of an 
insurance policy or a bank deposit is more secure/ but as a taxpayer 
or owner of mortgages or common stock he is less so. 

To the investment expert of an insurance company, an orderly, 
secure, and improving world would be one in which every invest- 
ment fulfilled the expectations of its originatons, in which dcprcci* 
atzon and amortization were always covered, and in which accumu- 
lations compounded neatly at 4}4 or 5 per cent. To the economist 
such a process, is technically impossible in the economic system as a 
whole, unless the national income grows at an approximately equal 
rate. Thus far the required growth of income has been attained 
only in the heyday of expansion in rapidly developing countries. It 
has usually been supported by a Icvpg-tcrin upward trend of commodity ' 
prices, a trend which necessarily lowers the piircJiasing power of the 
investor’s dollar to such an extent diat the compounding is largely 
illusory when the interest payments arc bxpressed in terms of com- 
modities. 

Thus we have found what appear to be conflicting tendencies. 
Financial institutions have gradually turned away from mortgages 
and ^nk loans and sought the safety and liquidity of liigh-gradc, 
short-term bonds. This change has thrust’ risk on to other shoulders. 
The individual investor, on the other hand, has if anything become 
more speculative. He has become so in spite of, or perhaps because 
of, the instability of recent years. Exccjjt in so far ns he is protected 
by his life insurance, which often involves indirt'ot participation in 
ownership of bonds, he has gradually been puslied out of the owner- 
ship of bonds and real estate' by low yields or low liquidity, or both. 

*Thc caution of investors may, of course, prevent a highly risky new 
Industry from coming ivHo existence, or check the expansion of an old one, 
thereby confining enterprise to the safer venture’s. 
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He has instead become an owner of easily negotiably securities many 
of which do not yield an income but on which he hopes to make 
a capital gain. Apart from participation in new mining ventures^ 
his speculations have for a variety of reasons been confined mainly 
to outstanding shares of existing enterprises. 
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CHAPTER VI 


An Appraisal of the Workability of Com" 
pensatory Devices** 

J. M. CLARKt 

I HAVE been told that no talk should include more than thsce ideas. 

Since the topic assigned me inevitably involves a larger number j 
it seems well to indicate at the start the points I shall stress the 
most. They lie in the held of expansion via deficit spending. The first 
point is that deficit spending can produce an industrial expansion^ 
probably larger than itself, but tending to dwindle rapidly and dis* 
appear if the deficit spending stops. The second is that it is highly 
improbable that this form of stimulus can itself serve to initiate a 
revival that will endure after the stimulus is removed. And the third 
is that indefinite deficit spendii^ is not an enduringly workable rem- 
edy for chronic, partial stagnation of an economic system like our 
own, 1 shall return to these points after dealing more briefly with 
other kinds of compensatory devices than deficit spending. 

A preliminary question is: For what kinds of disturbances or dis- 
^ locations arc the measures aimed to compensate? It seems necessary 
to distinguish; (1) short cycles, (2) longer and more severe move- 
ments, and (3) a possible chronic state of partial stagnation which 
might be described as an undercmploymcnt-equilibriuni, though not 
excluding cyclical fluctuations, (4) connected with these conditions, 
and especially with the third, secular changes in economic balance 
such as that resulting from a declining rate of growth of population 
or, possibly, of requirements for industrial capital. These distinctions 
will be kept in mind in the subsequent discussion of different com- 
pensatory devices. 

1. Credit Controls 

About credit controls I shall say little, deferring to those who 
are more expert, In general, they appear suitable to deal with the 

* American Economic ReoieWs Supplement, Volume XXIX, Number 1, 
March, 1939. Reprinted by courtesy of the American Economic Association, 
the author, and The Blakiston Company. Philadelphia, in whose volume, 
Readings in Business Cvele Theory (1944), the arficlc previously appeared. 
tColumbia University. 
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shorter cyclical movements. Also, since they have more power to re- 
strain than to stimulate, they are appropriate to that theory which 
holds that the cause of depression is the preceding boom^ and that 
the way to limit the depression is to restrict the boom. J'urthcr, if 
this type of policy succeeded in its immediate ainij its direct ciTect 
would seem to be an averaging of^thc rate of activity in booms and 
depressions^ rather than a Icveling-up to full-capacity rates of opera- 
tion. If this averaging wcfc accomjjllshed, there might then be a 
fur tiler long-run tendency to bring unused resources into use and so 
gradually to level the rate of activity upward; but this is a debatable 
point, and the policy itself would seem to have no positive and direct 
effect in that direction. 

If control were comprehensive, extending to all forms of credit^ 
it ^ould limit industrial expansion; but our existing znachincry is 
not comprchejisive to the necessary extent, and it seems to be unable 
wholly to stop “bootleg credit;” as was illustrated in the stockmarket 
boom of 1929. It appears^ that for the purpose there is need of some 
qualitative control of the uses to which credit is put, and distinctions 
between different forms of credit do not at present seem a suflicient 
means of controlling the uses. Credit jnay be put to other uses than 
its fonn would naturally indicate. Consumer ci'cclit would need to 
be included in the system of control. And even granting compre- 
hensive control, easy credit terms arc ^ not enough to make people 
ii.se funds if prospective profits are a minus quantity. Tlicy can have 
some stimulative effect under favorable conditions, but they cannot 
of tlicmscivcs bring the favorable conditions to pa,sB, and their stimu- 
lative effect is limited. Credit control cannot by itself he expected 
to iron out major fluctuations by regularizing investment, and espe- 
cially not to regularize it upward. 

II. Taxed Money 

Of systems of taxed money I am tempted not tO si^cak at all, 
especially as they will be discussed later. As to the comprehensive 
system suggested by Mr. Dahiberg, I am impressed by the amazing 
complexity and ramification of the equipment of controls he finds 
necessary. Considering that any such new project of control regularly 
finds in practice that there are many additions necessary to stop up 
unforeseen gaps, one wonders what this system would grow into in 
application, even if the preliminary project is so complicated. 

,As to the fonn recently voted down in California, I am puzzled 
by Uie problem of the negative rate of interest implied in the present 
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worth of a credit instrument yielding $100 at the end of a year and 
requiring weekly outlays amounting to more than $100 before the 
date of redemption. It also seems clear that the projected expansion 
of the flow of the circulating medium had no relation at all to any 
estimate of unused productive capacity which must be brought into 
use to supply the increase in rciil wealth which would be necessary 
if the money distribution were to produce any economic benefits. 
Further comment would perhaps be hardly useful. In any plans of 
this classj the uncertainties appear to baffle any attempt to predict 
iresultSj including the uncertainty as to what the plan would turn 
into after it had failed to work precisely as first intended. 

III. Unemployment Insurance as a Means of Reoulartzino 
Consumers’ Buying Power 

There is^ of course^ plenty of justification for this policy apart 
from its possible effect as a compensatory device. Considered solely 
from the latter standpoint^ it is clearly suited to short cycles. In longer 
and laigcr movements^ the “insurance” feature would presumably 
break down^ and the system would become simply one form of defi- 
cit spending. In so far as acts as insuranccj benefits during de- 
pressions would be financed by the use of the accumulated reserves, 
in one way or another. But the liquidity of these reserves is a real 
problem; and it appears tliat for the purpose in hand this liquidity 
would be largely fictitious. Securities diould not be dumped in large 
quantities on the markets at the times when large payments have 
to be made, these being precisely the times when the markets arc 
least able to absorb them. Moreover, these are just the times when 
the credit policy will point toward open-market purchases of public 
securities, rather than sales. Thus it seems that the reserves may 
more appropriately be used as collateral for borrowing. This con- 
sideration appears to strengthen the case for the proposition that 
reserves of the present type and amount arc not called ^or in this 
variety of insurance. This question deserves serious consideration, 
together with the question whether a pay roll tax is the most rational 
method of stimulating employment. 

How much effect can such a system have in stabilizing consumers’ 
purchasing power? It seems hardly necessary to argue that it could 
not bring about complete stabilization, nor anything near it. The 
difficulties of financing such a burden are only too obvious. And it 
is also only too obvious that it is not practica])le to guarantee workers, 
when they are. not working, an income equal to what they earn 
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when they arc fully employed in a prosperous state of industry. This 
would mean that they would be guaranteed^ for not workings more 
income per week than industry could possibly afford them when it 
is depressed and can offer only part-time employment. If the first 
movements of industry toward revival arc not to be squelched^ it 
must be possible for industry to hiit^ workers who are receiving un- 
employment benefits^ giving them something considerably short of 
full-tune employmcnt 3 and still affording tlicm earnings which arc 
larger than die unemployment benefits they have been receiving. In 
the nature of the case, the benefits cannot represent what we regard 
as a satisfactory “American standard of living.** By benefits .so limi- 
ted> the shrinkage of purchasing power can be reduced^ and depres- 
sions mitigated) but the major part of the problem will remain. 

There is the further possibility of enabling individual industries or 
individual employers to secure lower premium rates by iinjiroving 
their unemployment record. This is sound in principle) hut raises 
the question how much tho individual industry or employer may be 
able to do in tliis direction. So far as the benefits cover seasonal 
unemployment) they arc dealing with something which the individual 
employer can sometimes do a good deal to rcducC) especially if cyclical 
fluctuations arc absent or are not too severe. But cyclical fiurtua- 
tionS) except for minor and fairly regular oncS) arc too large and 
too uncertain for the individual employer to do much about by his 
own individual policy. And if they are violent) they carry with 
them a disruption of many kinds of schemes of seasonal stabilization.* 
This appears to have happened during the Great Depression, Here 
agaiU) the possibilities of stabilization via unemployment insurance 
appear > decidedly limited. 

IV. Increased Wages as a Means op Inoreasino Consumers* 
PuRGHASiNo Power 

First) we may assume that prices are raised enough to reimburse 
'producers for incieascd wage outlays. This would not need to in- 
clude at first any allowance for increased costs of inventory already 
on hand. The first effect would presumably be a temporary boom 
like that of the summer of 1933, occurring ^uring the interval after 
the program was determined on and before it went into effect and 
due to producers storking up in anticipation of increased costs and 
prices. Afterward, as the abnormally increased stocks were worked 

^On thcic pohits 1 atfi indebted to a study by Dr. Bit Ginzberg) of 
Oolumbla University, which U shortly to appear in book form. 
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off, there would naturally be a reaction. If in the meantime nothing 
had happened to rouse expectations that some degree of revival 
would endure, the reaction would naturally carry the rate of activity 
as much below the initial rate as the boom had carried it above. 
However, while tliis was occurring, there would be another effect, 
arising from the fact that the Jnitial increase in prices would not 
have to be as great as the increase of wage costs, due to the use 
of inventories bought or produced at eai;^er and lower prices or costs. 
This would lead to an increase in consumers* real purchasing 
power, whicli would tend to dwindle away as the old inventories 
were worked off, but would not be followed by a decline below pre- 
vious levels. The total effect would be a compound of these two ele- 
ments, plus the intangible element of business confidence. Whether 
any increase would be left after six months would depend on this 
intangible clement. 

In the second place, let us assume that prices are not raised by 
the full amount of increased wage costs, though some increases would 
presumably be necessary. In other words, let us assume the conditions 
contemplated by the early policy pronouncements of the NRA. Here 
the effects already considered would appear in diminished degree, 
together with an enduring increase in real wage disbursements, at 
the expense of profit margins per unit of sales. The net effect would 
depend on the rclatiVc magnitude, and also the timing, of the in- 
crease in purchases responding to the increased real-wage disburse- 
ments and any offsetting decreases resulting from the decreased pzoiit 
margins per unit of sales. If both wages and profits were spent com- 
pletely and with equal promptness, the two would offset one another. 
But since wages are disbursed and spent ahead of profits, there would 
naturally be a temporary stimulus to physical output, though since 
the total increase in consumers* spendings comes out of previous in- 
creases in wage- cost disbursements, it is hard to see how any increase 
in physical volume, from such a source, could bring a revival of 
profits. And the ultimate outcome would depend mainly on the effect 
on capital outlays. 

We may fairly assume that at the time the program is initiated, 
capital outlays have been less than depreciatidh for some time and 
capital equipment has deteriorated. If the shrinkage in demand has 
not been too severe, and especially if confidence in natural recovery 
has not disappeared, them arc likely to be capital outlays which 
would soon be made if wages were not increased. An increase in 
the rate of physical output, taken by itself, might tend to speed 
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them But tfiken in com^ection with a reduced profit ratio and 
increased prices of capital goods^ the net effect seems more likely 
to be a decrease in capital outlays below what tlicy would have been 
if wages had not been increased. ITiis is likely to outweigh the rather 
thin margin of increase in the wage earners’ real spending power, 
nnd thus to have a retarding rathcr^than a stimulating effect on re* 
covery. 

In 1933; however, the situation was di/rerent. I'hci’c were then 
vast excesses of productive capacity, relative to tlic inordinately* 
shrunken demand, and there was little faith in natural recovery. 
Under these conditions there was little prospect of early revival of 
capital outlays if wages were undisturbed. In sliort, there was prob* 
ably little to lose on the side of capital outlays, in the immediate 
future. In fact, one kind of capital outlay, namely, inventories, is 
closely enough related to current rate of output so that it might re- 
spond to this factor, even if profit margins were declining. Thus, in 
such a special situation, the net effect of wage increases might be 
stimulative to the rate of fSiysical output at the bottom of a depres- 
sion. Even here, however, if revival is to go very’ far, prospective 
earnings must be sufficient to justify capital outlays beyond the bare 
minimum which is virtually necessary if the current rate of output 
is to be handled at all. 

It should perhaps not be necesnary to note that tlie mere fact 
that wages have been raised does not tell ii.s enough to enable us to 
predict the results at all definitely. Ihe real question is whether they 
have been raised above what some workers arc worth to an cmjjloycr 
(in which ease unemployment will result). As to rates of profit, the 
crucial question is the hope of early return to fairly normal levels. 

Here, as in the first ease, increased prices of capital goods are 
likely to prove a handicap to the revival of capital outlays. In the 
capital goods indmtrics the way tp recovery would seem to He in 
reduced prices rather than in increased wage-cost disbiirwincnts. 
Other difiicviltics might be mentioned, perhaps especially the di* 
lemma of sectional wage differentials in which the government nec- 
essarily becomes cmbioilcd, and of which we have not heard the last. 

To sum up, when conditions arc as bad as they were in early 1933, 
increased wages may initiate tlic first steps of a revival, but the effect 
is lil^ly to be soon spent unless other forces take up the burden and 
if other forces arc to take up tlic burden, wage inen^ases must not 

^Gf. KuKnrts,4**Rclatiofi Between Capital Goods and Finished Products in 
, the Business Cycle,** Essays in Honor of Wesley Chir MUrhellt pp. 209-67. 
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be carried too far. If they arc carried too far they may effectually 
prevent anything more than a feeble and tentative revival. 

V, Limitation of Hours^ to Spread .Work 
This is hardly a means of stabilizing economic activity, but rather, 
in the main, a means of distributing the burden of unemployment. 
If combined with increased wage rates, it becomes a means of dis- 
tributing the benefit of the increased wa^c rates so that instead of 
the same number of workers making increased '\^reckly earnings^ a 
laiger number make the same weekly earnings as before. Any effect 
which the shortening of hours in a depression may have, on total 
physical output is dependent on a balancing of factors too subtle to 
be assessed theoretically, and probably too obscure to be isolated 
statistically, * 

The chief danger is perhaps that of neglecting the distinction 
between a work-sharing standard of hours and a true optimum ^vo^k- 
ing week, which would be longer. The optimum may be taken as 
the length of working week needed to produce ail the output that is 
worth producing, and work sharing, as a shorter week used to spread 
out a smaller amount of cmplo^cnt, at a time when \vc arc unable 
for commercial reasons to produce up to the economic optimum. 
There is real danger that standards of hours of the work-sharing 
sort may persist into more normal times, when they will act to limit, 
production to an undesirable extent Even if the industrial system 
as a whole docs not reach full capacity operation, such limitations 
of hours are likely to create bottlenecks which will limit total pro- 
duction. ' 

It may perhaps be contended that our capacity to produce in- 
creases faster than we know how to assimilate the increase without 
experiencing the phenomenon spoken of as “overproduction,** and 
lapsing into a depression; and that it is therefore desirable to pre- 
vent our productive power from growing too fast, even if this means 
stopping' short of our inherent optimum capacity. This, however, 
is a doubtful point, and amounts to a confession of defeat which 
we arc, I take it, not yet ready to make. Unless it is established as 
true, wc may fairly assume that it is undesirable to do anything to 
set artificial limits on our ^^ower to produce. 

VI. Anticycugal Deficit Spending Intended to be Offset 
BY Surplus Financing during Subsesuent Prosperity 
This is rommonly spoken of as “pump-}friming,V but it seems 
that there is need to distinguish two types of possible effects, only 
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one of which really deserves the name of j^ump-priining. Firsts 
such s[)ending may be a stimulus to production^ which may be seif- 
multiplying to some extent but , not to any signihrant extent self- 
perpetuating, In this aspect it may be useful to tide-over a depres- 
sion until other fon^es initiate a self-sustaining revival. The much 
discussed “multiplier theory” implies tills kind of an effect, and, 
strictly eonstmed, it implies nothing more. 
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Secondly,^ there is the theory of pump-priming, properly so-called, 
if one may legitimately build a theory out of the implications of 
such a tcrin. These implications include the idea that deficit s])cnd- 
ing can itself start a revival of such a sort that it can go on under 
its own power after the stimulus of deficit financing has been re- 
moved. This distinction seems important. 

I 

“TJiis chart is suggestive only. It is too nrnt and simple to represent 
accurately apy probable facts, but rxhibits to the eye (with no claims to 
accuracy) certain quantities which probably exist, and ccitnin interrelations 
deserving investigation, to see if their existence is corroborated by tlie facts. 
(Further comment added on the occasion of n;printing, 194'l! In terms' of a 
balance between saving and Investment, the chart traces the rffect of an in- 
crease of "jnvrBtmcnt” in Jncit^nsing inroine until inrremrnls of saving, repre- 
sented under Di,! and increments of “investment,” represented upder A, are 
equal. Then a decrease in "investment” iTSults In decreased income until' 
savings, represented, under Dgi, decrease by nn amount equal to the decrease 
in "investment. These Iwomcs-inovcmcnts are, of course, in money terms, not 
physical.) % 
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It is my present view that the multiplier theory contains a sig- 
nificant truth (though some formulations need considerable quali- 
fication) but that the pump-priming theory, as I have defined it, 
requires a combination of favorable conditions which arc not likely 
to be found in practice. Our own experience in the Great Depres- 
sion seems to indicate the power deficit spending to produce a stimu- 
lus, probably greater than itself, and tending to stop when the deficit 
spending stops or shortly thereafter. But, there seems to be no clear 
indication of enduring effects of the true pump-priming sort. We 
seem in danger of being committed to continued deficit financing 
in order to avoid an economic relapse. Let us examine the multiplier 
theory. 

In the first place,' its application is not confined to public s]3cnd- 
ing For the purpose in hand, private capital outlays are deficit 
spending, and carry all the stimulative effects without some of the 
drawbacks which apply to public deficit spending. My own first con- 
sideration of this theory was as an explanation of the expansion phase 
of a normal business cycle, and had nothing to do with public stimu- 
lative spending. It was not concerned to explain cumulative increase 
so much as why it reaches a Jimit.^ In the second place, the multi- 
plier works downward as well as upward, and presumably at about 
the same rate. This is shown in the accompanying chart, represent- 
ing orthodox multiplier theory dn highly mechanical and simplified 
form. Vertical dimensions represent money quantities and horizontal 
dimensions represent time. The area A represents public stimulative 
spendings, continued for a long enough tiiile — ^presumably more than 
one year— to allow practically die full “multiplier** effect to come 
into being. The area flj represents this multiplier effect (assuming 
constant “leakages** of and a multiplier of 2), and the area B/ 
represents the dwindling aftereffects which continue after the public 
spending has stopped. They proceed on a downward curve which 
exactly reverses the upward curve of the multiplier. This represents 
what might be expected from a sudden stoppage of the public out- 
lays, unless some stimulus from another source has occurred in the 
meantime. The recession of 1937-38 has by some been attributed, 
partly at least, to this kiiW of an effect, and the provision that the 
present public works program must be substantially completed by 
June 30, 1940, would appear calculated to produce what is from 

^This occurred about 1930, when Mr. R. F. must have been work- 
ing out his formulation, first published in 1931. 
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this standpoint precisely the wrong clFcct^ when this deadline is 
reached* 

This suggests the need of gradual tapering oil' of public spending. 
And this seems clearly desirable. But an exatni nation of the geometry 
of the diagram will show that no mere tapering o(T will avoid a 
shrinkage of the total flow of ineoy;ie and spending. It may be miti- 
gated if tile leakages decline^ and the imildplier.roirespondingly in- 
creases as the revival piocceds (and to some extern t this is likely to 
happen). Or it may be counteracted if in the meantime sonic private 
investment spending comes into beings of a sort which is not closely 
tied to the current rate of comuiner spending, and continues un- 
abated after the tapering of! of public spending begins. True pump- 
priming would seem to depend on the development of this kind of 
private investment. Let us look, dim, at the effects of public deficit 
spending on private investment, this being the crucial factor from 
the standpoint of enduring cflccts. As Dr. Copeland has pointed out, 
public investment has not been able, with all the efforts we have 
made, to fill the gap created by shortage of private investment. A 
^ free flow of private investment reinaint; a prime z'oqnisite of suc- 
cessful policy. 

First, as to inventories. These appai'cntly tend to follow the cur- 
rent rate of output fairly closely, increasing when it increases and 
decreasing when it decreases, being affected secondarily by tlic gen- 
eral state of business confidence. Thus the clTect of changes in the 
amount of invcntoric.s would be to sup]3lemcnt and intensify the 
effect of the miiltiplici', both upward and downward, especially at 
^times when the curve is rising or falling quite rapidly. No inqiortani 
enduring pump-priming effect is to be expected from this source. 

The demand for durable capital equipment is affected by the 
obsolescence of existing units; and this is compounded with the elTcct 
of incrdaslng demand for die final product, which may reduce or 
eliminate the amount of existing excess capacity of standard quality 
find efficiency. Equipment may be good enough to use For standby 
purposes or on a part-time basis, while if an increase of demand 
brought $t into use for a larger percentage of the time, it would pay 
to replace it or modernize it. Hence the demand for durable equip- 
ment does not remain at zero until all tfic existing excess capacity 
is in use, and then start up suddenly: it begins to rise with any 
significant incrcosd in die demand for the product it manufactures. 
Thus public deficit 8|}ending, by increasing the demand for con- 
sumers goods, would naturally cause some increase in the demand 
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for durable capital equipment; and this increase would come fairly 
promptly^ without waiting for all the existing excess capacity to be 
called into use. 

This effect would be complicated^ however, by the effect of ‘the 
policy on businessmen’s expectations as to future demand and es- 
pecially future net earnings. If ithey expect the pum^ to be primed 
successfully, they will be readier to make long-term investments, and 
that fact will of itself tend to bring the expectation to pass. But if, 
on the contrary, they reckon that the current increase in demand for 
products is due to a temporary stimulus from public spending, and 
will disappear when this support is removed, this fact ‘will make 
them slower to make long-term investments, except such as are physi- 
cally necessary to meet the existing demand. Expectations of this 
sort will also tend to make themselves come true, and to cause the 
revival to be of a type which docs depend on continuance of the 
governmental stimulus. 

And if businessmen expect die public deficit spending to continue 
for a long time and in large volume, they will be affected by fear 
of ultimate impaired public credit, or of “inflation,” or if not these, 
then at least by fear of burdensome taxes in the future. These are 
all retarding forces. The form of taxes will also have an effect, es- 
pecially the question whether the system is so arranged that credits 
due to losses will or will not offset extra taxes due to high earnings.^ 
The present system is felt to havq the quality of “heads I win, tails 
you lose,” and this affects particAilarly the mpre speculative forms of 
investment. Recently a businessman, presented with opportunities of 
a speculative sort which would ordinarily appear as good risks, has 
said: “If we lose, we lose. And if we win, the government will get 
most of it. I guess we won’t go into it.” The revival since 1933 ap- 
pears to have been marked by this kind of conservatism in private 
investment and to have been correspondingly limited. 

One danger which has sometimes been mentioned is that of a 
progressive absorption of loanable funds, which if it did not lead tO' 
inflation might lead to a scarcity of funds for private borrowers when- 
they did come into the market, thus tending to check revival. It 
has also been noted tha| this danger does not seem to have ma- 
terialized in our recent experience. And on the whole it does not 
seem inherently likely to materialize; as may be illustrated by ex- 
amining a neglected factor in the multiplier theory itself. The leakages 
which arc responsible for the failure of the jnultipl^r to go on ex- 
panding indefinitely themselves represent deflationary uses of income 
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received from the public spendings^ and these must, at least in a 
general way, tend to offset the inflationary effect of the public bor- 
rowings. They may not all come directly into the banks as loanabU* 
funds, but if they do not do tliat, they strengthen soineon«:*s en!dit 
position and thereby arc likely to reduce the net'cl of bon owing from 
the banks in flie future. « 

Returning to the chart, the public borro^ving'; and the deflation- 
ary effect of the leakages have been ^presented in dotted lines below 
the zero line. For simplicity, the deflationary uses of funds have been 
shown as offsets to the public borrowings, even tliough tliis may be 
subject tef considerable qualification, since thc^ mi\y not all conic 
into tlic same sectors of the credit market. I'hus the rectangle C 
plus -Di represents the total public borrowing, equal to the deficit 
spending. The area represents the deflationary list's of tlie result- 
ing incomes, and the remaining aic«i, C, may be taken (with quali- 
fications already noted) as representing the net inflationary effect 
on the economic system aij a whole. This is a finite quantity equal 
(in this figure/) to twice tlic amount of deficit spending in one of 
the periods into which the figure is dividend (and wiiich represent 
the average lime r«iuirrd for incrcaxrd private im’oiiie to lead to 
increased spending). So far as this irpvesenfalion (‘an be taken as 
correct, this is the limit of the net absorption of credit (or of net 
inflation) for the whole economic sy.sh'm. 'JTlic area represents 
the deflationary uses of what is Jeft of the increased inioine after 
the public spending stops. It offsets the net ahsorptifui of crt*dil, 
and leaves the system in an unexpanded atatc. 

TheiT- has, however, berti an important shift in cn^dit relations. 
On the assumptions already made, tlui govcrniTK^nt owes ninri' money 
and private individuals less. Whether this is benc'ficial or not I 
will not attempt to discuss. And whether this last l)it of analysis 
is justified or not, the fact remains that there is nothing self-limiting 
about the debt tlie government is piling up. It goes on increasing 
without limit. It does not represent a net burden of this amount 
on the economic system as a whole, but it docs represent an obliga- 
tion on Americans as taxpayers to transfer (wer incroasing sums to 
Americans as bondholders] and this can easily reach a point at which 
it will retard business activity materially; wfiilr even hofore that point 
Is rebelled, the expectation of it can have a similar retarding effect 
Another retarding effect could occur in ease the public s])cnc1ing 
program is so Jhandle^ to result in pegging the prices of con- 
struction and construction materials agaiast a decline which might 
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have proved attractive to private investors. Another can occur wher- 
ever the public investment which is being made enters into com- 
petition with private investment. Where this is the case, one dollar 
of public capital expenditure can easily scare away several doUars 
of private capital outlays. iDr. Copeland has shown that the amount 
of such competitive public investment has been very 'small, relative 
to the total; but the amount of private investment it has served to 
prevent may have been considerably larger. • 

One possibility seems particularly disquieting; namely, that the 
total deficit burden may reach a point at which it is doing more 
to hold business back than the current spending is doing* to stimu- 
late it, and still it may be true that the immediate effect of more 
spending will be a (temporary) stimulus, and the immediate effect 
of stopping will be a recession. When the total public debt has grown 
to threatening proportions, current additions will not quickly lift it 
to a new order of magnitude, and therefore may not make much 
immediate difference to the apprehensions which constitute the chief 
discouraging effect of the situation, while the immediate stimulative 
effect of further public outlays remains. Such a situation, if it comes 
about, would be almost exaotly like that of the victim of a habit 
forming drug. The parallel is closer than one likes to contemplate. 

Various other problems might be briefly mentioned. Sound and 
justified spending projects cannot be improvised, but must be plan- 
ned and scrutinized long ahead. Xhe planning which^ has been done 
since 1933 has accomplished much, but it probably remains true 
that public works cannot be gotten under way in large volume 
promptly enough to check the decline in a depression. Nor is it easy 
to taper them off promptly when the need for a stimulus decreases. 
If politically controlled, they are too tempting to those who could 
use them as political trading stamps or political bribes. And our 
experience has shown that it is easier for an administration to start 
Congress on this route than to stop it when it seems to have gone 
far enough. Our political shortcomings ^ke it extraordinarily diffi- 
cult for us to use such an anticyclical timing program with the 
necessary combination of skill, integrity, and backbone. Under these 
conditions, <• the fact that^we have learned that deficit spending can 
really stimulate business may be one of the most dangerous results 
of the depression. 

yil. Chronic Depression and CoNTiNxnsD Deficit Spending 
Most of the possible causes of chronic depression seem to act 
through a lack of disposition or capacity to spend the full amount 
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of our national income as it is under conditions of ic.isonably full 
capacity operation. One way of expressing Uiis is to say that under 
such conditions there is a h'ndcney for savings out of income from 
immediate past preduction to exceed inveslinent in the pun^hase 
of the products of current production. For this puipost;^ savings out 
of revaluation-income and investmrnt in such tilings as s«'cui'iti<'s 
already outstanding should be excluded, llic c’ircets of a clec^lining 
rate of growth of population and of a possible dcc'lining rate of ex- 
pansion of capital requirements register through this basic balance 
or unbalance. 

Regardless of whether sudi an unbalanced tcnd(‘ney has existed 
in the past, it may exist in the future. The Brookings study has 
found it tnic of die post-War prosperity period; and while the 
figures are probably inconclusive, and the theory is to that extent 
unproved, one should be careful not to draw from this the unwar- 
ranted conclusion that it has been disproved.'^ T’hc theory has also 
been criticized on the ground that, if it wi*rc true, there should 
hove been a chronic depri'ssion during the twentii's, Instc^'id of an 
unprecedented burst of prosperity. This criticism is worth (‘xamina- 
tion, but seems on the whole unwarranted. Instead, it jm'ciiis that, 
through the action of the investment markets, a disen'pancy of the 
sort we arc discussing could easily result in a temporary boom, leading 
to an ultimate reversal. Lot us examine this possibility for a moment. 

We may assume thgt four billion dollars flow into the securities 
markets seeking investment, while only three billions flow out thmugli 
the issuance of new securities for the purchase of capital equipment. 
The natural result is a rise in die prices df outstanding securities. 
Some of the profits would be taken out to be spent for consumption 
and some would be reinvested, tending to a condnued rise. If this 
were all, the process would presumably go on until one billion dollars 
had been taken out for consumption cxpcnditurc.s, after which prices 
and economic activity would be stabilized. And 'in the meantime, 
possibly five billions might have been added to the total market 
value of securities outstanding. 

But this is not all, since people buy stocks on margins, and credit 
funds as well ns savings flow into the ma^ets, thus adding to the 
original one billion of excess funds seeking investment. Then jirices 
of securities may not be stabilized until two or three l:)]Ilions instead 
of one billion have been ^taken out and used for consumption. In 

'^Thc Brookings study ^docs not make the exclusions from savings which 
I have indicated above. 
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that case^ an excess of savings would have been converted into an 
excess of spendings^ and production, instead of being depressed or 
stabilized, would be stimulated. In the meantime, the prices of se- 
curities would have been raised to an irrationally high level in terms 
of prospective earnings, and this process would somewhere reach its 
limit, after which the whole structure would collapse.* At this point 
I may take refuge in my role as a theorist, and leave it to the 
students of economic behaviour whether^ this picture bears sufficient 
resemblance to the facts of the post-War boom and collapse to in- 
dicate the probability that it describes a significant causal element. 

Immediate future conditions arc different. With a market psy- 
chology not calculated to sustain a boom, and with margin trading 
limited by increased margin requirements, ffie same cause, if it op- 
erates, is perhaps more likely to result in chronic depression> pos- 
sibly temporarily mitigated or neutralized by a more modest stock- 
market expansion. And this suggests the interesting theoretical query 
whether controls of the securities markets ^ould be made so delicate 
as to have, at least temporarily, a neutralizing effect, if that were 
desired. Into that question I will not go. 

If the basic tendency I am discussing exists, public deficit spend- 
ing can be offset, but not forever, and not in sufficient volume to 
neutralize any very large shortage of private investment; that is, 
not' without disastrous consequences, defeating the end in view, We 
have not reached the limit of ou|* debt-bearing power, but we do 
seem to have reached a point at which the piling up of public 
deficits is a deterrent to private capital outlays, and probably to a 
larger extent than further public spending can safely undertake to 
neutralize. Private investment has not vanished, but it has not fully 
recovered, especially investments involving considerable risk and look- 
ing to a long future. Pears of future deficits and exorbitant taxes 
awake easily and make revival an unduly sensitive plant. We can 
stand for ffiis awhile more— preferably with some assurance that 
the treasury is not to be treated as a bottomless grab bag for pressure- 
group interests — and provided we arc meanwhile making progress 
toward more enduring adjustments. 

The problem might formulated as one of stimulating invest- 
ment, or limiting savings (and increasing consumer spendings) or 
both, the stimulative method being inherently the more promising. 
We might stimulate investment by methods which would increase 
profits and also increase savings; and we ^nght Ijpnit savings by 
methods which would drastically reduce inequalities of income and 
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also crip]>lc the flow of investment. If tlicy involved ill-judged in- 
creases of wages, they might thereby reduce the volume of employ- 
ment. Ncltiier of these is a solution, tliough the second is more 
clearly destructive tliaii the (int. What is needed is adequate incentive 
to invest, witliout such large rewards ns would bring about a top- 
heavy scale of income distribution fsuch as might x'csult from high 
profits, or even fiom what business now regards as moderate profits 
on a rapidly incmasing per* capita investment (which is one of the 
postulates of our problem). Low interest rates nie clearly indicated, 
but there is fairly wide ugieeincnt that tliis alone is not suIRcient. 

Wages* should be as high as possible without actually reducing 
employment, and some added distrilnition of coiisunuT-income out 
of public funds will probably be a necessity for some time to come, 
including assisted low-cost housing. Collective bargaining should in- 
crease, But business should not be given occasion to fear that govern- 
ment is fastening upon it a protcrU'd mono])oly, inoiv powerful and 
burdensome than any “capitalistic” monopoly; namely^ n monopoly 
of organized labor. If grounds for sueli fears exist, they should be 
removed. 

As to pmfits, after the lean yeai*K we have been tiirough, capital 
will probably be content to invest on moir inodi^raR' ri* turns than 
prevailed before 1929; and it is my belief that it must do so if 
our system Is avoid shipwreeJe. But some ixrospec^tive n'tiirn is re- 
quired. Taxes can witliout undue, ill cfTeeLs take enough to reduce 
materially the investor’s remaining margin, but they must not treat 
gains and losses so unequally that risk-taking is penalized and turned 
into a virtual certainty of loss. Public utilitf capital will be forth- 
coming in adequate volume for lower returns than it has enjoyed 
in the past, if it knows what to expect — as at present it does not.® 
One thing which might lend important aid would l>c a reduction 
of the spread In costs between high-cost and low-cost producers, in 
order that business might be attractive to investors without the nec- 
essity of offering the low-cost producers unnecessarily high rewards, 
in order that the higher-cost producers may have enough to live on. 

On the side of savings, the effects of the social security system 
on private savings sliould be studied, as w;^II as the question of re- 
vising downwanis the existing provisions for reserves, now financed 
out of pay roll taxes directly burdening the act of emjiloying labor. 
We have here a powerful instrument for modifying the balance bc- 

*Siiice the ntiovc wof written the agreement of the TVA to purchase 
utility properties has reduced this uncerta^inty, but not wholly removed it., 
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tween saving and investment^ if deliberately used with that purpose 
in mind. A tax system capable of raising large revenues from clear 
net income^ without laying heavy burdens on small and smallish 
incomes^ would be another powerful instrument in the right direction. 
At present^ large volumes of tax-^exempt securities seem to be an 
obstacle to a rational system. 

Am I proposing a policy based on a stagnation theory which I 
have stated is unproved? I submit that^ regardless of the truth or 
falsity of any such theory^ the general measures 1 have suggested 
deserve to be cither carried out or searchingly studied. If there is no 
truth in the stagnation theory, wo could select from the 'proposed 
program simply those features favorable to liberal profits and opti- 
mistic business expectations, and be assured of the release of a flow 
of dammed up private investment greater than any deficit spending 
we could afford. The resulting recovery would, of course, end in 
another depression. And a more balanced policy has the better chances 
in the long run. In the meantime, we Ivadly need statistics which 
may furnish better measures of savings, investment, and, so far as 
possible, potential investmen^t. 

To conclude, there is no, simple formula, or set of formulas, 
guaranteed to cure all the irregularities and shortcomings of the system 
of private enterprise. If we arc to keep the system at all, we must 
expect to put up with a goocl many of these shortcomings, including 
some business fluctuations. On the^other hand, the operation of the 
system, can be improved, and the fluctuations mitigated, by intelligent 
actidn. And it goes without saying that we shall be dissatisfied so 
long as there are serious shortages of employment, and that we diall 
be irresistibly moved to tinker with the system. Siich tinkering is 
dangerous; granted. If crudely and impatiently done, wc may very 
easily find that we have, without wishing it, tinkered the system out 
of existence. But doing nothing is dangerous too. We live in danger- 
ous times. What may reasonably be asked is that, when we tinker, 
wc shall do it with a solemn sense of responsibility and with the 
utmost foresight humanly possible as to the consequences and their 
dangei^. 



CHAPTER VII 


Monetary Policy and Investment* 

I 

HOWARD S. ELLIS f 

A SOCIETY , . . which saves, can escape a progressive fall in 
income and investment only thiough the continuous develop- 
ment of new investment outlets, sucli as arc created by technological 
progress, die rise of new industries, the discovery of new resources, 
the opening up of new territory, and the growth of population*’; 
thus writes Professor Hansen.^ In diametrical opposition Professor 
King believes that “whencvei* . • . new equipment for producing 
direct goods is much needed, interest and profit rates rise, and, as 
a result, we invest inore«and spend less. Thus adjustments in the 
direction of equilibrium arc always being made. 'Phe process is 
automatic, hence economists have no occasion to worry cidier about 
lack of opportunities for investment 'or about a surplus of funds 
awaiting investment’** It is my conviction that the truth lies be- 
tween the extremes of these two views, that it is iiossiblc to indicatt* 
in a general way the resolution of this great divergence, and finally 
that the solution is essential for ^ny reasonable monetary and eco- 
nomic policy* 

Let us consider first saving — ^I use both this term and investment 
in an ex ante sense. Now tlic first step in saving — even saving by 
institutions such as life insurance companies, building and ' loan 
societies, corporations, savings banks, and authorities — is the accu- 
mulation of money. As matters stand, part of the savings gets no 
farther: they arc absorbed into hoards or dissipated by **attcmpts 
to hoard” for the time being. The fruition of saving in investment 
is not “automatic.” But this is not to agree with the Keynesian 
tenet that any net saving automatically decreases investment and 

* American ^cpnomic Review, Supplement, Volume XXX, Number t, 
March, 1940, pages 27-38, Rrprintrd by courtesy of The American RconotiS)ic 
Association, the author, and The Blnkiston Company, Philailcdphin, In whose 
volume, Rea/tin/fs in business Cycte 7'haory (1944), the article picviouslv 
appeared. 

tUniversity of California, Berkeley. 

^Alvin Hansen, Full Recovery or Stagnation? (New Yorki 1930), p. 296. 

^Wlllford I. King, “Aire We Suffering from Economic Maturity," /oufnai 
of Political Beonomy, 48 (October, 1939), 5, 616. 
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incomc^^ nor to agree with Lange that saving over an “optimum 
rate” has these effects.^ The original Keynesian version of the im« 
passc^ as a number of critics have pointed out/ rests upon the 
assumption of an absolutely elastic schedule of liquidity preference 
— ^people arc willing to hoard unlimited amounts of money. 

Even Lange^s more moderate Aversion, whereby the desire to hold 
money increases with higher incomes and lower interest rates^ does 
not give us an automatic impasse from either cyclical or secular angles 
through exceeding an optimum propensity to save. The optimum 
is said to rest upon a counterbalancing of two forces: the expansive 
force given by a fall of interest rates when people do not spend but 
instead make a part of the active circulation available for liquidity 
reserves, and a depressive force given to entrepreneur expectations 
when the demand for consumption goods falls off. For a theory in 
which all of the variables are operating simultaneously, the expansive 
force of lower interest rates involves a paradox: output is being 
expanded through the accumulation of fuq^s being used neither for 
consumption nor investment. A truly dynamic theory, which dates 
its variables, conceives of low interest rates as an “expansionary 
tendency likely to arise during {he contraction,” in Habcrlcr*s phrase, 
and exercising its actual expansive force later in recovery. The same 
flaw of simultaneity or timeless variables appears in the supposed 
depressive force: current investment falls or remains low because cur- 
rent consumption is restricted. But it^has been justly observed by Han- 
sen that “former recoveries have typically been carried forward on 
a wave of new investment which was not narrowly gauged by the 
current and immediate level of consumption purchases. Large, bold 
projects, looking far into the future, have typically been undertaken 
in the upswing period,”® Thus though Lange correctly holds that 
the demand for capital goods derives from consumers goods, the 
derivation need not be from contemporary consumption. 

White the allegedly orthodox view that savings pass automati- 
cally into investment cannot be maintained, neither can the doc- 
trinaire oversaving view be supported that saving (either any saving 
or that exceeding an imagined optimum) automatically fails to arr- 

'•J. M. Keynes, The Genegal Theory of Employment ^ Interest, and Money 
(London, 1936), p. 84. 

^Oskar Lange, **Thc Rate of Interest and the Optimum Propensity to 
Consume,” Eeonomica, 5 N.S. (February, 1938), 17, 12-32. 

^Ibid., p. 19: J. R. Hicks, “Mr. Keynes and the Classics,** Econometrica, 
5 (April, 1937), 147-160: Gottfried Haberler, Prosperity and Depression,' 
revised cd, (Geneva, 1939), pp 218, 246. * • 

"Hansen, Pull Recovery or Stagnation? p 279, the italics are the author's. 
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ivc at investment or even reduces it. There is nothing automatic^ 
mechanical, or functional about it citlier way. The more attention 
comes to l)c centered upon technical, psychological, and ^institutional 
factors whicii either facilitate or impede the movement of savings 
into iiivestincut, the more rapidly will thtj tlieoi^ctical clcavagi* dis- 
appear. A frafhk, nonjjartisan obsmer readily rccogni:«es that, under 
suilicicntly adverse circumstances, saving not only results in no invest- 
ment but actually induces contraction tlirough hoards, attempts to 
hoard, or adverse entrepreneur expectations, but that if these ob- 
stacles can be reduced or removed, saving adds to tlie complement 
of capital goods. 

In the acute phases of cyclical depression the strong increase of 
liquidity preference results in a failure of savings to pass into in- 
vestment. Looking aside for the time being from measures dirceted 
toward encouraging investment, it may be good public policy in 
protracted depressions to penali2C not only that hoarding which 
springs from the conversion of non-monctary to monetary assets 
(liquidation) but even that hoarding which comes from current 
income (saving). To generahV from the cyclical to the secular 
situation as to fact and policy would,, however, be perilous. A pro- 
gressive and persistent incrc.isc of the desire for liquidity, as some- 
thing subjective, spontaneous, endogenous, and separable from the 
objective facts adverse to investment, is difficult to conceive tor either 
private or institutional savers.’' Fuyliermore, secular increase of hoard- 
ding of this character would be easy to offset by an even sci*ular 
increase in money,** Measuies clc'signed to reduce saving in what 
is called ^^sccular stagnation*’ seem to ignorc that, even with a certain 
leakage or loss, savings do pass into investment, and that investment 
raises incomes. Keynesians agree with orthodox theorists that the 
greater the complement of capital instruments the higher arc real 
svages. Suppose that a portion of national savings slips persistently 
into hoards or that persons and institutions constantly attempt to 
hoard a portion of their savings. Even so, would not a permanent 
policy of redu(*ing savings spell the f>crpetuation of sujjply-rcduction 
measures appixipriatc only to the short run, and an attempt to achieve 
prosperity through scarcity? ^ 

One characteristic of cyclical periods of increasing production, 

’Jacob Vincr, “Mr. Keynes on the Caustr of Uncinployincnt,” Quarterly 
Journal of Economies, 51 (November, 1936), 1, 152-lfiO. 

y**Gotlfricd Jlahcrlcr, **Tho Interest Rale and Capital Formation” Capital 
Formation and itcBlemenfi (New York: National Industrial Confcnmcc Board, 
1939), pp. 126-127; 
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quite aside from mechanical reactions envisaged by the older quantity 
theorieSj is rising prices from improved anticipations. Voluntary 
saving has this su]3criority over expansion solely through credit creation^ 
that it liberates factors without causing their prices to rise, or, al- 
ternately, a given amount of credit expansion will go farther in 
carrying forward employment with the accompanimcnlf of voluntary 
saving than without it. The driving force of increased production 
is certainly not saving but factors on the demand side, to which- we 
come in a moment^ but voluntary saving supplies the wherewithal 
for expanding output in the most salutary way. 

One final observation upon savings. Recent statistical ^enquiries 
of Goliii Clark and others establish clearly the validity of tlic emphasis 
upon income and not interest rates as the chief variable upon which 
the magnitude of savings depends,^ This signiBcs by necessary counter^ 
implication that fo^ a given amount of income, savings arc fairly 
inflexibly determined' — by corporation practices, the distribution of 
income, social mores, and private habits. Bublic policies directed to- 
ward saving itself therefore impinge agaimt particularly stubborn 
and resistant forces. Consider the presen situation with its lethargy 
of investment, but with its lurking danger of an ultimate war boom 
of disastrous proportions. If the state introduces measures to alter 
the deep-seated social, economic, and political determinants of saving, 
may it not have to reverse its policy and attempt to teach corporations 
and private persons new habits again in a twelvemonth? Has not 
Keynes himself illustrated this absurdity in his pronouncements since 
the outbreak of war?^* Any so-called “secular” situation is apt to 
sec something happen; long-run or persistent inactivity may be sud- 
denly terminated by cyclical developments. Savings itself is something 
too inflexible for successful manipulation. 

The middle-ground position with respect to saving would run 
somewhat as follows. Savings arc neither automatically transferred 
to investment nor automatically diverted from investment. The trans- 
fer process is conditioned by technical, psychological, and institu- 
tional factors of great complexity, probably defying any functional 
expression. In periods of acute cyclical depression when saving means 
hoarding, it may, in particular cases, seem advisable to encourage 
consumption through doles and other measures. Over longer periods 
showing a lagging pace of investment, increasing the funds available 

>Golin Clark, National Income and Outlay (Condon, 1937) ^ 

time reference of the present article is t(^the Autumn of 1939 
M. Keynes, New York Times, November 14, 1939, p. 5. 
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for liquidity reserves would suflice to oilset an indigenous increase 
of desire for iiquidity per ac; but if, seems mow: pmbablc, the 
obstacles inhere in the demand side, penalizing hoarding would b(' 
ciuring syniptoim. Measures lo reduce voluntary saving have been 
supported upon tlic argument that in less-tlian-full emidoyincnt, the 
potential supply of capital canncKt be the limiting factor. Ihit in 
this situation the supplies of ^ll Siictot*s apjiear redundant^ and since 
the historical evidence seems to indicate that revivals have not been 
based upon rates of current consumption, saving cannot be charged 
with this redundance. Voluntary saving itself appears as a normal 
economit: function, carrying advantages over alternate piuvision for 
cxj>ansion; and, unless die state abrogates this function to itself, 
saving docs not lend itself to manipulation. Finally, nothing in this 
philosophy affords any apology for inequality merely for the sake 
of saving. 

Before we pass from the supply .side of the pmblem in saying 
to the demand side in Jnye.stincnt, it is necessary to be sure that we 
have in mind the precise chanictcr of the ailment envisaged in 
current discussions as economic maturity, stagnation, or a contract- 
ing economy. We may fall victim to pressing various physical or 
biological analogies too far, or we may simply be coining new 
synonyms for depression, bad times, crises, or die “dcartli** of Eliza- 
bethan times, What spceirically is the complaint? Is it chronic under* 
utilization of physical plant, per^sting unemployment of labor, low 
interest rates, low wages and profits, low incomes generally? T'he 
question would, of course, not be worth asking if there were not 
confusion on the subject. Sometimes, for example, the prevalence 
of very low rates in certain kgments of die money market is taken 
as the earmark of stagnation, and yet it is fairly clear that without 
unemployment and idle plant we would feel no esperiai concern 
over low interest rates. Indeed in dieorics of equilibrium with less 
than full employment, low interest rates arc the necessary requisite 
to reaching full employment. Again, arc low incomes in general the 
complaint? Such an answer would be suggested by the term chronic 
depression, for in cyclical depression incomes arc low, But in fact 
we discover stagnation attributed primarily to societies with large 
incomes, and the contemporary scene in America is thought to be 
characterized by a reasonably good level of national 'income. If low 
income rates do 'not comtitute stagnation, what does? Economists 
of all persuasions wo^ld agree, I believe, that the current malady 

»Golin Clark, op, cU., p. 273. 
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IS chiefly the under-utilization of factors. This directs the enquiry 
to the demand side, and in a society based upon private enterprise, 
particularly to the demand for capital, or investment. 

Obstacles to investment fall into three broad categories — insti- 
tutional, psychological, and technical.'® Subsequent analysis will in- 
dicate that the technical obstacles are partly unreal and partly pure 
guesses as to the future; some of the psychological obstacles arc 
unimportant, and those which are serious derive for the most part 
from institutional factors. We discover the very core of stagnation 
in rigid prices, monopoly restriction of output, inequality in the 
distribution of income, difficulties in changing the direction of pro- 
duction including adaptation to certain new, more “social” wants, 
relatively high levels of interest in some segments of the money 
market, and, finally, certain political factors — taxes which bear upon 
enterprise, tariffs and quotas, embargoes on capital movements, ex- 
propriation of property, and the like. It is the essence of a syn- 
thesizing theory, such as that advanced iq these images, to dispense 
with analytical elements upon which there prevails complete dis- 
agreement, and to utilize elements upon which there is fair accord. 
Upon this basis, the general pvci'saving thesis and the doctrine of 
lacking technological uses of capital will have to go by the boards, 
but the institutional elements remain as common ground. The term 
institutional must, however, be conceived broadly, for some of these 
obstacles reach deep into the foundations of the system of private 
enterprise or even, according to one school of thought, inevitably 
characterize the system. Anticipating some subsequent conclusions 
upon policy, I may say that the synthesizing analysis almost nec- 
essarily implies for the present situation a relatively large volume 
of government investment, though the conservative may wish to in- 
sist upon its ' transitional character. 

, Certain marginalia seem to be in order concerning the na^re 
of institutional obstacles to full employment/ and the investment of 
savings. Rigid wages have often been said to be the very foundation 
of the Keynesian system.'* This is indeed true in one sense; Keynes 
believes it easier as a matter of policy in a society with increasing 

i«A somewhat similar classification is employed by Gottfried Haberlcr, 
“Interest Rate and Capital Forirfation,” he cti., pp. 123-125. Of course the 
classification is not hard and fast. 

^ ^Haberlcr, Prosperity and Depression^ 2nd cd., p 235, n. 1, pp, 238-239; 
W, W, Lcontief, **Thc Fundamental Assumption of Mr. Keynes' Monetary 
Theory of Unemployment,” Quarterly Journdl "of EeonomiesM 51 (November, 
1936), 1, 192-198. 
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productivity to allow money wage rates to rise and to prevent com* 
modity prices from falling, than to stabiU^e money wages and force 
commodity prices down. Critics have gciiei'ally missed the point, 
however, that in his analysis of equilibrium wltli less than full em- 
ployment, rigid wages do not appear in the ciiunicration of factors 
responsible for the situation. Forathis reason tlie Keynesian tlicory 
is |>5yc}io]ogjcal and tcdmological, but not, at irast explicitly, in- 
stitutional. It is only necessary to work tlie explanation of Keynesian 
policy back into tlie analysis of unemployment, Imwcver, to discover 
its common ground with traditional tlicory. The inflexibility of wages 
downward when other prices generally are falling, or the tendency 
of strongly organized labor to a successive raclieting of wage rates 
ujiward in "normal** times, is quite consonant svith the orthodox 
position tliat, hosvcvcr much a lessening of inequality may be desired, 
an advance of svages unaccompanied by a parallel increase of pro- 
ductivity will result in unemployment. 

The analysis of undftemployincnt must incorjiorate not only 
\vage rigidity, but it must take full account of monopoly and other 
price rigidities throughout the system. To have ^donc this in system- 
atic fashion constitutes the great superiority of MyrdaPs svork on 
Mouittar)* Equilibrium over the Keynesian systems.**^ As a cause of 
equilibrium with ^Icss tlian full employment, monopoly and mono- 
polistic price ]5olicy figure less significantly for their hwy upon con- 
sumer real income than for their jrcstriction of the lii'lcl of investment. 
Ijabor, capital, and all hired resources tend to be used in the n*- 
stricted quantities determined by marginal-revenue product and not 
marginal product,^® In view of the complete agreement of traditional 
equilibrium economics, of the older theories of cyclical variation, 
and of tlie Kcyncsian-Stockholm school as to the di.s<'quilibraling 
effect of monopolistic and other rigid prices, I tliink it safe to ignore 
the contrary proposition tliat price rigidities act as "stabilizers.** Mr. 
Hicks succeeds in demonstrating only that if a commodity is initially 
overpriced, a rise of other prices may rcduci^ disequilibrium and 
stay the advance of those other prices. He does not consider the 
ease in which an acjministcrcd price is too high 1>ut other prices 
though it is precisely in depression stagnation that monopoly 

^^Guhnar Myrdal, Monetary liqtiiHbrium (London, 1939), rspcoially Chap. 
VL 

H. Chamberlin, “Monopolistic Gof^ctition and the Productivity 
Theory of DhtTlbutioA." in Explorations in Economics (New York, 1936), 
pp, 237-250. ^ 

R Hicks, Value and C{apital (Oxford, 1939], pp. 265-26B. 
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influences arc most nefarious! Professor Hansen^ the leading pro- 
ponent of the stagnation thesis in this country^ develops the ar- 
gument with great care against a background of inflexible prices 
and costs.'® 

The second set of institutional obstacles to investment turns upon 
extreme inequalities in the distribution of wealth an^ income. In- 
equality of wealth permits to only a few the entry into productive 
enterprises requiring large blocks of capital; it restricts to a few the 
development of personal capacities of high technical order. Cohsc- 
quently inequality not only springs from but also fosters monopoly. 
Inequality of income increases the amount of voluntary savings, if 
institutional obstacles interfere with the flow of savings into invest- 
ment this aggravates difficulties. It may be noted that this docs 
not constitute savings or inequality per sc into the cause of uneip- 
ploymcnt after the fashion of Rodbertus or Keynes Without mono- 
poly and other institutional interferences to the transfer process, 
a competitive system endowed with a non-deflationary monetary 
policy would apparently utilize savings — ^pdrhaps not without cyclical 
interruptions — whether or not they sprang from a humane distribu- 
tion of income. 

I touch briefly upon othdr institutional obstacles, although the 
potency of the aggregate, including^ price rigidities and incqualltyt 
could account adequately for, the existing lethargy of investment. 
A society enjoying a grow^ of national income naturally desires 
to consume in new ways. Being ci^mfortably ensconced jn sheltered 
positions, monopolies do not in general reveal much concern about 
catering to new wants. This very immobility would' tempt the in- 
novator, tlic true entrepreneur in Schumpeter’s .sense; but often the 
way is blocked by the necessity of formidable initial outlays upon the 
‘^selling costs” of monopolistic competition. The process of changing 
over to new types of production works against heavy costs, friction, 
and uncertainties. Furthermom, many fields which seem to be in- 
dicated as genuinely corresponding to consumer or public demand 
have so social or communal a character — ^hospitals, or slum clearance 
conjoined with housipg projects — that private enterprise has found 
the conditions ot production and demand too complex and unusual. 
Many of these applications of capital may in the end cover the 
competitive ^opportunity costs,” though the state itself for the present 
/has to play the innovator. Much ^the same appears to be true of 
certain more risky channels of production already terved by private 

i®Hanficn, Full Recovery ot Slainaiion? pp. 295-301. * 



104 INDUSTRIAL FLUCTUATIONS AND FISCAL POLICY 


ctttevprisr but suffering under dispTO}>ortionately money eosta 
in eomparison with safer investments.'" Moody*s triple A rating may 
be an institution weighing heavily on unorthodox but lUTCssary eco- 
nomic experimenters. 

Finally it may be asked whether saving itself and the technical 
potentialities of invi'stmcnt can be charged with the ruthless thwart- 
ing of enterprise which prevails in the fields of foreign investments 
and international trade? Even an exponent of “Beggar-iny-Ncighbour 
Rctncdics for Unemployment” emphasitses that d\c cx)ndttions nec- 
essary for short-run advantages arc complex, and that such ”i*cincdies” 
defeat themselves in the long i*uii by provoking rctnliation."" I do 
not neeJ to expatiate upon the lets and hindrances to investment 
involved in some ■ of our domestic policies sinc'c these have been 
sufficiently exposed, frequently with suspicious zeal. 

In addition to objective or institutional, then* exist also psy- 
chological impediments to real capital formation, but few of them 
arise spontaneously or persist independently. Particularly is this true 
of liquidity preference. ^3[ost hoarding springs not from miserliness 
but from insufficiently attractive alternatives. If, indeed, aecuniu- 
lation outstrips improvement, there may be a psychologi(*al I'csist** 
ance to low interest rates. But if there is no prospect of a reversal 
of the situation, few potential investors will continue tiic hunger 
strike; as Habcrlcr remarks, “After < a while even John Bull will 
become accustomed to 2 per cent or 1 per cent.”*' The same ob- 
servation holds regarding a possible general abatomcnl in the ven- 
turcsomencss of cntrcprcnciu’s, particularly in largo corporations 
through the spread of professional cntrcprcnt'ur-manager control 
divorced from ownership. Eventually the investor would be fdrc*ed 
to a recognition of realities; that he cannot cat his cake in tlic 
form of conservatism and security and also have it in the form of 
the high returns to be expected only from assumption of marked 
risks. For tlie rest, the .so-called “psychological impediments” are not 
distinguishable from objective conditions. There is no native instinct 
not to invest, though there is the subjective rcflei'tion of difficulties 
engendered by rigid costs and prices, monopoly, and othir “rt*al” 
factors. ' 

^•Robert A, Gordon, "Fiscnl Policy as a I'^actor in Stability,” 71ie Annnh 
' Academy of and Social Science (November, 10^9), 

*®Joan Robinson, "Bcggar-my-NcixIibonr Reniedips for UnrmploynK*ni,” 
, Essayi In the Theory of Unemployment (New York, 1937), pp. 210-231. 

^'Habcrlcr, formation, op, eit,, p. 120, 
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The third set of obstacles envisaged by the theory of equilibriumi 
with less-than-full employment is supposed to stem from inelasticity 
or lack of sufficient magnitude in the underlying technological 
schedule of capital productivity or efficiency. This I believe to be 
the weakest paragraph in the briefs the least eligible for a synthe- 
sizing analysis. In the first place productivity or effic^ncy pertains 
only to actual investment — not to saving which bogs down in abortive 
lacking^ losses, hoards or attempts to hoard. There be no obstacle 
to investment from the shape or position of the' demand function 
itself J at most it would mean that, if there existed an institutional 
or psychological floor to interest rates, we should reach equilibrium 
with less employment than we should with greater elasticity or mag- 
nitude in the demand for capitah Eliminating such a floor on the 
basis of the improbability of continuous absorptions into liquidity 
reserves,®* we are bound to conclude that inelasticity or small extent 
in the capital demand function signifies only low interest rates — 
not idle men and machines. Some persons in lower income brackets 
would suffer through reductions in insurince and annuity benefits 
and the shrinkage of income from endowments; but in general low 
interest would mean a welcome reduction of inequality and living 
by owning. 

But the alleged inelasticity or limited demand from a techno- 
logical angle is itself subject to grave doubts. Looking forward, the 
stagnation theorists have felt gloomy at the prospect of capital-saving 
inventions. At most this is merely ’a possibility. Why should it be a 
gloomy one? Labor-saving inventions like the linotype have some- 
times resulted In a greater demand for labor; by the same token, 
- capital-saving improvements may actually increase the demand for 
capital at given rates of interest. But if demand for capital and 
interest rates fall, would not the relative and absolute incomes of 
labor be increased and inequality diminished by its increased relative 
importance in production? Looking backward, the pessimists have 
observed, as in tiic Temporary National Economic Committee hearings 
on saving and investment,*® a close correlation of national ^income 
and "new expenditures upon mining and manufacturing equipment. 
Since the World War, it is pointed out, capital outlays have gone 
heavily into “nonbusiness^' linos of production — ^houses, roads, and 

«3Thi8 point is made with great clarity by Habericr, ibid., pp. 125-127. 

2«Cf. Tables and Charts for Use in Hearings on Savings and Investment 
before the Temporary National Economic Committee, Securities 'and Exchange 
Commission (litho-printed, 1939); and the testimony of Hansen and Curnc 
on May 16, 1939, as given in Releases No, SIO and St 2 ♦ 
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public works; but because investment has not gone piw'bely into the 
narrow category of ‘‘mining and inainif.icturing equipment,” even 
the halcyon twenties fall under the baleful chararteri/.ation of stag- 
nation prevented only by special eirruinsla tiers. If we iiuludc these 
non-business capital goods under investment, thcMi the seeular stagna- 
tion (if inv(\s^nent is a matU'r of oik' di'iadi', scviuely to be disting- 
uished, so far as we ran perceive* thus far, from tin unusually sev(*ie 
or prolonged cyclical movcrnc^nt. 

Why should umbrage fall upon nonbusiiicss lines of production? 
Man shall not live by blast furnaces alone. Is there anything more 
natural tlian that society should take its increased iiu'onic in more 
of durable consumers goods, or eventually also in more non-durablc 
consumers goods and leisure? Is an inen^ase of demand for non- 
durablc consumers goods — an increase in the ‘‘propensity to conMimc” 
—a way out of stagnation, but an increase in demand for dnmble 
consumers goods not? The plain answer is, of eourse, that employment 
of labor need not depend upon inveslinrnt in mining and innniifaeturc. 
As Professor King iasists, “As long ns the modal family ineoine in 
the United States is under $1,000 per year, ihtTe eertainly is no need 
to conjure up wants for new and unknown products or to c'sialilish 
new industries in order to find a market for far iiiort* goods than 
our present industries ean produc'e.*** Residental real estate, has 
shown negative net investment for nearly «a dei'acle, aoeordiiig to 
Kumets‘ figures, and dieiv wen* (‘ven minuses in the yi*ai'K 193*5 on.**** 
If we include durable consumers ^oods within tlie iialc^ oT iiivc^stment, 

' potential increases in the demand schedule for capital ^vould appear 
to be very great. And if we ineJude ns possible destinations for in- 
creased national income also nondurable eonKunu'rs goods and j)ersonal 
services, tlie bog^y of laeJeing technical applications for capital dis- 
appears.*® 

The inevitable objection to this sort of argument will be that 
existing plant, having been constructed upon expectations of con- 
tinued expansion along tlic old lines of population growth, etc., now 
suffers under a dcatth of demand. What docs it avail to point to 
the possibilities of profitable production with a totally recast orienta- 
tion of outlets and physical equipment, svhen It is ihc^ obvious nec- 
essity that existing plant be profitably oidploycd? I should heartily 

, 2^Kinff, loe, ciV., p. G17. 

^'■’Simoii Ku7n<*tS| Nalional Income and CapUnl Pornittlion (New York, 
^37), p, 48; National Bureau of Keonomfe ResrarPh, Bui 74 (July, 1930), 
Table I. ^ 

** According to iKcynesian terminology, anyone who employs labor invests! 
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welcome such a response for actually it contributes to the middle- 
ground theory, to the truth between extremes, being sought for. The 
objection makes its contribution in abandoning the thesis of an ulti- 
mate or underlying lack of demand for capital goods, and by stressing 
the inappropriateness of the present supply or stock of instruments. 
This inappropriatencss of present ^ horse of considerably 

different color from the Keynesian lack or inelasticity of demand for 
capital. Actually the situation may be further resolved into its com- 
ponents. Part of existing instruments of a specific sort are worthless 
— not capital at all; whereas another part of less specific sort has 
a high potential productivity, because the recasting of production 
makes heavy demands for new equipment. The realization of this 
potentiality encounters institutional obstacles in the narrower sense: 
rigid costs, monopoly inertia and restriction of the field of investment, 
disproportionate risk-loadings outside the gilt-edge security/ market, 
and the like. Antitrust measures and plans to increase the availability 
of credit help, no doubt; hut government investment appears to be 
the most powerful weapon against monopoly prices and wages, and 
against institutional inertia in general. Whether the system of private 
cntcrpri.se is inherently impotent in the contemporary scene, whether 
it is itself an institutional obstacle, and whether the entry of govern- 
ment into investment spells socialism — tliese are questions which will 
ultimately find their own answers. • 

In concluding upon the supposed technological obstacles or lack 
of demand for capital, let us return to a passage quoted at the outset 
of these remarks: *‘A society .... which saves, can escape a pro- 
gressive fall in income and employment only through the continuous 
devclopmc^nt of new investment outlets, such as are created by 
technological progress, the rise of new industriesj the discovery of 
new resources, the opening up of new territory, and the growth of 
population.” I disagree. A society which saves can escape a fall in 
employment and income if it can successfully cope with institutional 
obstacles; new investment outlets exist in adequate volume in known 
■ but unexploited techniques without the necessity of the various 
creations in the list; and I do not believe that we want those created 
outlets particularly — ^in some cases not at all. Technological progress! 
Is the crying need of economic society today our ineptness in making 
things? Is Agriculture archaic, our commerce unprogressive? Granted 
that we generically desire to reduce production costs, here, too, we 
encounter frictions and institutional obstacles.^ Have we, for example, 
entirely forgotten about technological unemployment? ^ew industries! 
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Is the variety and quality of our wares sadly limited? New resources I 
Do we in the United Staten diicfly suffer from an inadequacy of 
natural resounrss* 'IVirilory! Do we loo need a Maneliiiriaj AJiys- 
sinia, or Cxcdioslovakia? Growth of population! Do we propose to 
cure unemployment by encouraging the birth rate? So mucii emphasis 
has been laid tq^on the I'ctardation of i^opulation growth rate that 
some lines written by Hicks dchcrvc repetition: "One cannot repress 
the .tliought that perhaps the whole Industrial Revolution of the 
last two hundred years has been nothing else but a vast secular boom, 
largely induced by tlic unparallcd rise in population. If tliis is sO| 
it would help to explain whyj as the wisest hold, it has been such 
a disappointing episode in human history.’*^^ I do not think it can 
be gainsaid that technological improvement or population growth eases 
the savings~invcstmcnt process, given the institutional obstacles. But 
the main question is: how do we want to mend matters? 

The economic policy based upon the present attempt at finding 
a middlc^grotmd truth tal^cs up the positive contributions and k'- 
jects the extravagancccs in both the oversaving and classical positions. 
Such a policy is not directed toward the reduction of saving nor tli(‘ 
conjuring up of created investment oullpts; it is dirrcled ag*iinst thusi' 
factor/i which both wings of theoretical opinion envisage n.s impeding 
die flow of saving to investment— price rigidities, monopoly, iaetjualily, 
political obstacles to free private enterprise and initiative. The philo- 
sophy is liberal in that it seeks to rehabilitate and por[)etiiiite jmvatc 
entcq^risc and competition; Init it is also radical,. In the first place, 
it accepts extensive government expansion into the field of invest- 
nicnt as a mCfans of breaking industrial and labor union mono|)oli('s 
and price rigidities, and as a means of launching ])rodiiction to 
correspond with tlic social wants of a relatively liigh-iiK^nnie counti7 
— into slum clearance, hospitals, rccivational opportunities, fiee public 
education, and the like. In doing so, the state must seek to compete 
with private, competitive industry directly as little as possible, and 
it must avoiSd a ruinous indirect competition through failure to charge 
to its projects their full opportunity costs in labor, land, and capita!.®® 
The creation of a separate capital budget for public investments 
would eliminate tlic anomaly of charging capital expenditures in ^ 
current incohie;®® on the other hand, since the breaking into monopoly 

Value and CapUal, p. 302, n. q,. 
this respnet the plan of A. A. Brrlc falls short; cf. *'A Bankinn; 
Sytem for Capitnl and Capital Credit," TNEC Release No. S!1 (May 23, 
1959). p. 14. • • 

, ”Cf. Gordon, he, ett.^ p. ItS, 
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profits might show some handsome returns upon the public ventures, 
it might be wise to record that fact also. In the second place, in- 
equality of wealth and income must be vastly decreased. Investment 
opportunities for capital and careers open to the talents must be 
widely distributed if a system is to be competitive. If business interests 
adopt an attitude of irrcconcilal^lencss, they prolong and intensify 
unemployment and sew the seed of crack-pot schemes for *‘ 30 - 
Thursday,” “share the wealth,” or social revolution. 

The role of monetary policy in the indicated direction of public 
policy is modest but an integral part of the whole. Schemes for 
curing symptoms by penalizing the holding of cash balances will 
be rejected, while a policy of easy money is continued so long as 
investment lags. Since we have the curious combination of idle men 
and machines as a heritage from the Great Depression and at the 
same time the possibility of a war boom of large proportions, constant 
alertness to price-level movements, price differentials, security values, 
inventories, physical production, and other indices of cyclical vari- 
ation will continue to be requisite. So far as contributing to the 
solution of continued unemployment is concerned, the functions of 
monetary policy, outside the ayoidance of a runaway prosperity fever, 
are two. Tlie banking system can continue and even increase its 
activity in putting idle savings at the disposal of government invest- 
ment, assuming that this investment is, animated by the purpose of 
breaking monopoly, cost rigidities^ and the inertia of enterprise in 
directions of public demand. Action by the banking system in this 
respect is, however, clearly limited by its responsibility for cyclical 
developments, especially currently in view of the volume of excess 
reserves. In the second place, carefully articulated plans are not 
wanting for increasing the avmlability of credit without heavy risk 
premia to small enterprises and second- and third-rate credit ratings.®® 
Tlic success of such plans depends, of course, upon a rational articu- 
lation with monetary policy in general, and with the investment, 
taxation, relief, and labor policies of the government. Promising 
lines of attack upon the persistence of unemployment and the lethargy 
of investment are, however, for die most part beyond the province 
of the banking system and the monetary authority. 

«®Gf. L. L. Watkins, Comm€reial Banking Reform in tke United SMes 
fAnn Arbor, Michigan: Michigan Business Studies, 1938) 8,^ 5, ot. 56-70, 
Guy Greer, "America’s Greatest Need Today," Harper^s Magazine (December, 
1939), pp. 1-13; Berlc, he. eit. 



CHAPTER VIII 


The Effects on Canada of Industrial 
Fluctuations in the United States* 

R. R. BRTGjE* 

S OME attention must first be given to the nature of the di'ter mi nation 
of the general levels of incomes, productioi^, prices, and employ- 
ment* Of coui*sc these levels arc in some way or other afrected by most 
things under the sun and are, in fact, merely statistical aggregates 
composed of millions of individual activities and transactions each 
detennined by its circumstances, and all interdependent. Even if one 
concedes that some grouping is necessary to bring this (‘liaos within 
the realms of description aiiH analysis, it may still be urged, particularly 
in Canada and the United States, that regions and industries must 
be dealt with separately, that wr cannot lump together production of 
wheat, newsprint, and houses and get any results of significance. While 
recognizing the validity/of this contention, it has seemed necessary to 
use a number of familiar aggregative concepts in this paper. 

The level of incomers and of employment In a modern economy 
is dependent very largely upon whAt may be called slitfiu/aling forces 
' or expenditures. Since these economies aye rarely operating at capacity, 
levels of production and employment, as well as of moiu^ incomes 
proper, arc able to move in response to changes in aggregate expend!^ 
tures. bf this aggregate expenditure (which is simply another aspect 
of income) that large pait whidi consists of expenditure on consump- 
tion goods and services, especially non-durablc ones, is now con- 
sidered to be of a relatively passive and stable nafurc; its magnitude 
is influenced very largely by that of total income, which implies that 
it is influenced largely by the other portions of aggregate expenditure. 
These other portions arc expenditures for investment or capital for- 
mation within the country (sometimes extended to include consumers* 

^Reprinted from the Cenadiafi Journal of Economics and PoiUical Sehnee, 
Vol. V, August, 1939, pp. 373*86. 

Ut shodd DC stressed that the views expressed or implied In this paper 
arc my personal views and arc not in tiny sense ofBcial. Some references huvr 
been made in ihe^foot'not^ to the discussion which followed the reading of 
this paper. The writer regrets that there is not fuller record thereof. 

no 
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expenditure on durable goods )3 expenditures of foreigners in pur- 
chasing exports^ visible or invisible^ and finally the net expeAditures 
(i c. from borrowed funds) of g9vemmcnt bodies.^ These three, which 
we may term briefly investment, export receipts, and deficit-spending, 
constitute the stimulating expenditures referred to above. This is not 
to imply that they may not have M^trious indirectly depressing effects, 
particularly in the long run, but simply that their immediate and 
tangible influence is to provide domestic income or purchasing power 
without at the same time giving rise to a product that must be sold 
immediately to the domestic consumer. Offsetting these stimulating 
forces arc two means of disposing of income which do not directly 
give rise to domestic income; these arc saving and expenditure on 
imports of foreign goods and services, including interest and dividends 
payments going abroad. 

This short period effect of investment and deficit spending has, 
of course, been widely recognized in recent years, particularly after 
Mr. Keynes argued it so well and yet so provocatively. The importance 
of export receipts in determining income has long been recognized as 
well, but their equivalence to internal investment in this regard has 
not been made evident by maqy writers. To some extent this equiva- 
lence has been neglected because theoretical and sometimes even sta- 
tistical writings on this general subject have so often been concerned 
either with a hypothetical closed economy or with the United States 
or England where home investment^is relatively more important than 
in a country such as Canada. Where international relations have 
been taken into account, the usual practice has been to uscjthe foreign 
current net balance or “foreign investment” as the equivalent of home 
investment, perhaps following Mr, Keynes’s practice in the Treatise 
on Money, This may be convenient if one is concentrating on capital 
'formation and its relation to saving and consumption, but it is apt 
to be misleading if one is considering the forces determining income, 
since it usually suggests that the importance of foreign influences is 
^much less than is in fact the case. Both investment and exports pro- 
vided income, and both savings and imports absorb it. An incrca^ in 

*In the discussion on this paper the point was raie^d by Mr. L. Tarshis 
that some jusification might bo^ found for treating total expenditures of Govern- 
ments on the same footing as investment or export income, on grounds some- 
what similar to those on which the treatment of exporb is considered later in 
this paper. The writer conceded that it was largely a question of convenience 
or methodology, as well as, by now, convention, but suggested also that the 
offsetting factor, the revenue Collected by the public authorities, could usually 
be considered leas a ‘'passive'* factor than saving or'Xivcn international debits, 
and more a matter of budgetary policy. 
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exports tends to bring about an increase in incomes^ just as mucli 
as an iiici*ease in investment docs; following either there will be a 
tendency for both saving and imjsorts to increase^ subject always to 
the identical equality of total savings and total investment and to 
the necessary balance in international paymenls. While frequently 
tlicrc may be reason to expect tha^ an increase in exports will tend 
to leak away in imports rather than savings^ and an increase in internal 
invostment to leak away in savings ratlicr than in imports^ this is not 
by any means invariably so. Therefore^ it seems reasonable^ especially 
in dealing with such an open and loosely articulated economy as Ca- 
nada's^ to' consider export income as fully as significant as investment, 
‘and the propensity to import as significant as the propensity to save. 

l*he relevance of the prcccfling paragraph will be apparent in 
cximparing the foz^s In the United States and Canada which make 
for depression or recovery. The American cc onomy is dcpi^ndcnt for 
its chief stimulus upon internal investment, in comparison with whit h 
their foreign income is relatively small. At the peak of prosperity in 
1929, American gross capital formation, even if consumers' durable 
goods be excluded, was about 20 billion dollars, and it fell to about 
3 billion dollars in 1932, Gross international receipts on curront account 
wdre about 7 billion dollars in 1929 and fell to about billions 
in 1932. While, therefore, foreign income is bv xu> means a negligible 
stimulus to the Amcriccan economy, it is very much le.ss important 
than investment. Moreover, investment in the United Stales is itself 
not dependent to any marked extent on the condition of the export 
industries. In Canada, on tlic other hand, gross curront n^cipts on 
internationni acroimt in 1929 were nearly 1,800 million dollars, and 
in 1933 were only about 850 million dollars. Unfortiinalely we have 
no estimates of Canadian capital fonnation, but certainlv it did not 
approach tliesc figures, and seems likely to have bi'tm no more than 
half as much. Theix;forc, tlic prepondcnince of direct stimulus to 
Canadian incomes has come from abroad. Furthermore, investment 
in Canada is to a considerable extemt itself dependent U] 3 on the con- 
ditions of, and prospects for, the export industries, .so that the degree 
of our depcndcnc.e on die export stimulus is greater than might a]xpear 
at first sight. Of course Canada has also much higher {xropensity 
to import than the United States, and has what may well be n* com- 
parable propensity to save. Therefore, the marginal pro|X(msity to con- 
^ sumc domestic products, and* the multiplier which relates the total 
increase in nadonal income to the increased stimulus afTorded by 
investment or international income, arc probably less in Canada than 
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in the United States, especially as long as our foreign exchange rates 
remain fairly stable. In Canada the leakage of income to impprts is 
apt to be as great and perhaps greater than the leakage to savings, 
while in the United States the import leakage is very much less. 
Naturally the multiplier will depend on all sorts of circun^stanccs 
and upon the nature and incidclice of the addition to income to 
which it applies, but the foregoing generalization seems warranted. 

The general economic contours of the last two decades in Canada 
and the United States are surprisingly similar. Not only do the two 
show very largely the same genera! direction of movement at about 
the same time, but the amplitude of the movement is also roughly 
the same. The commonly used indexes of business activity frequently 
understate this similarity. To some extent the broad movements have 
been common to other countries as well — ^the immediate post-war 
boom, its rapid collapse and the decline of 1920-1, the fairly quick 
rccovriy thereafter, the fairly high level of employment and produc- 
tion from 1926 to 1929, then the disastrous decline till 1932, recovery 
fmm 1933 till 1937, recession and revival since. These have been 
international phenomena, and although individual countries show 
many variations and exceptions it is possible to detect a common 
pattern. It is hardly surprising that Canada, exposed as she is to 
foreign influences, should follow this pattern. It is strange that the 
United States should adhere to it so closely, since we know that the 
state of her economy depends very laigclv on domestic factors. Per- 
haps it is true that the United States largely determines that common 
pattern, but it would be difficult to prove this. Her trade, outside 
this continent, is only a modest fraction of world trade. 

The existence of this international pattern, whatever its explana- 
tion, makes it difficult to separate the influence of American move- 
ments on Canada. For example, the major movements in our exports 
to the United States have generally been accompanied by similar 
movements in our other exjDorts. Thus, the mere similarity in move- 
ment of our economic indexes with those in the United States is 
not conclusive evidence of its predominant influence. And we are en- 
titled to he a 'little sceptical when we realize that only about 40 or 
43 per cent of our international recei^pts on current account, excluding 
gold, came from the United States. 

Another fact which shows the complex natpre of opr dependence 
on the United States is that in several instances where we might 
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have behaved less like hcr^ to judge fioin conditions in other counlrics^ 
we followed the American pattern because of reasons not directly 
connected witli the United States. For example, in 1924 we suffered 
a slight rcccjision, as did die United States, despite the fact that the 
demand for our exports abroad incmiscd. Our recession appeat^ to 
have been due not to the minute dvrlihe in our exports to the United 
States but ratlicr to a inon' substantial dctlinc in invrspiiciit and 
to a poor wlicat crop. Sitnilarly in 1929 we icaehed a peak of 
p 3 X)spcrity despite a serious fall in oitr exports to countries otlier 
than the United States, but again our behaviour cannot be attributed 
to the 2 per cent increase in exports to the prosperous United States, 
but rather to a combination of high levels of both private and public 
cai^ital expenditure. Finally, our only modcnito iccovcry in the middle 
IdSO^s, which made us rcschnbtc the United States rather tlian Eng-- 
land, Ssveden, or Australia, was j)robably due less to a lag in our 
current income from the United States, which rccovcivd as niiich 
as Our other receipts, tlmu it was to a combination of other factors 
including the deprcssi*d construction industry at hoin(\ tlie di oughts 
in the West, and the fart tliat the great expansion of Ilritisli income 
and consum])tion to inueh above prcidcprcssion levels >vas not ae- 
contpaiiicd by a corresponding expansion in the vahu* of British 
imports. 

We must, then, be on our guard against assuming that the United 
States has a clearly preponderant influence on Canada, as one might 
plausibly assume from a superficial glance at economic indexes and 
the ina]3. Bearing tliis in mind we may turn now to a tnorc detailed 
' consideration of American influences, first on our current international 
receipts and second on our capital formation. 

r 

The magnitude of Canada’s current receipts from the United 
States is great enough to have a rpally substantial direct influence 
on Canadian income and business activity^ \vhatcvcr the indirect 
cfTccts ,of this might be. Leaving gold exports out of account, since 
demand for gold is'mot subject to ecdnomic conditions abroad except 
quite indirectly, Canada received on the average in the four prosper- 
ous years 1926-9 a gross income from abnrad of about 1,700 million 
dollars, out of a total national income of about 5,400 million dollars. 
Of this 1,700 million in international receipts, .slightly more than 700 
million came from the United States eidier in payment for exports 
or as tourist eicpenditiOtis. In comparison, similar receipts from the 
United Kingdom were about 400 million dollars. 
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In their general movements our receipts from the United States 
have followed the course of their national income^ but the relative 
amount of their variation has been greater than the variation in 
income itself. This is rather to be expected both from the nature of 
the goods and services supplied^ and from the intensification of pro- 
tection of domestic producers during time of depression. The total 
value of imports from all countries into the United States during 
the prosperous period 1923-9 fluctuated only between 5,0 and 5.8 
per rent of the national income, and Canada supplied between 10 
and 12 per cent of this. In the depression the ratio of imports fell 
to about Syi per cent of national income, largely because^ prices of 
imports fell relatively to other things, but Canada's share of American 
imports, despite tariff changes, increased slightly to remain almost 
exactly 13 per cent during the years of decline. During recovery the 
ratio of imports to national income rose to 4.6 per cent in 1937. 
Canada’s share rose during 1934, 1935, and 1936 but fell back to 
13 per cent in 1937, as imports from other copntries rose in that year. 
Incidentally the ratio of American impoi^s to national income fell 
in 1938 to the lowest level since the war, largely owing to the using 
up of inventories of previously imported material, c.g. newsprint. It 
should be noted that Ae physical volume of general American imports 
had fully recovered by 1936 and 1937 to tlic level prior to the dc- 
])rcssion and that it was the low level of their prices relative to other 
prices that accounted for the lowcr» ratio to national income. This 
is true of some of their imports frohi Canada, such as newsprint and 
fish. 

We have already noted that the fluctuations in Canadian exports to 
the United States have bcci¥ accompanied in general by similar fluctua- 
tions in other Canadian exports so that It is difficult to distinguish 
their separate influences upon^total Canadian income. On the whole, 
Canadian national income docs rc.spond fairly quickly to changes in 
income from exports, except at times when movements of investment 
counteract it, as in 1929. The ratio of national income to international 
receipts does, however, show some variation. Using the estimates of 
gross national income produced, as given by the Bank of Nova Scotia, 
we find that gross international receipts, excluding gold, composed 
about ,35 per cent of tiiff national income in 1925. The ratio had 
risen to this maximum from a low point of 26 per contain the 1921 ' 
slump. From 1925 it declined again to only 29 per cent in 1929, 
reflecting the fact that rising nationaUincome was being stimulated 
by a high level of investment The proportion 'dropped to 24 per cent 
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during the depression^ then rose again to 33 per cent in 1936-7, despite 
the fact that gold is excluded, and wheat exports were so low. Thus 
we are still as much at the merry of foreign demand as we were 
before the depression. 

Turning to look at tlic nature and hchaviovir of our various ex- 
ports to the United States, we Imd that the principal one is ilic 
tourist tradc.Thc aggregate reccipfs fram tourists entering fi*oin the 
United States is greater than the value of all our exports of forest 
products to that country. It grew rapidly from al>oiit 150 iiulHon 
dollars in 1924 to nearly 300 million in 1929, equal to about 60 per 
cent of the value of our mercliandisc exports to the United States. 
Falling off less rapidly than exports proper, perhaps because it cannot 
readily be subjected to tariffs or quotas, it finally siiunped nearly as 
much proportionately,' amounting to slightly moi*e than 100 million 
dollars in 1933, By 1937 it had recovered very nearly all it had lost, 
Indeed substantially more when allowance is made for lower prices. 
During the past three years it has amounted, on the iivei^agc, to more 
than 75 .per cent of the* value of our iner<4mndise exports to the 
United States, While some of these tourists entering from the United 
States may ultitnately have come from cisewhen’, this hardly seems 
likely to have been a large fraction of'thc total. If we compare these 
Canadian figures widi the estimates given for total expenditure's by 
American tourists abroad, we find the pioportion of tourist expendi- 
ture coming to Canada was higher during the depression than pn'- 
viotisly, except for the single ycftr 1933. This proportion in 1935, 
1936, and 1937 was nearly half, whereas before the depression it 
was only about a tliird. It is interesting to observe that American 
tourist expenditure, particularly in Canada, did not fall off quite as 
’ rapidly as American national income in 1930, 1931, and 1932, but, 
at least in Canada, the decline between 1937 and 1938 was imicli 
more rapid than that in income, suggesting that our tourist trade is 
getting more sensitive to business conditions as it grows. 

Our merchandise exports to the United States consist of about 
one-half forest products, mainly, of course, newsprint and wood ]uilp, 
with lumber an important item when building is active in the United 
States, The other half includes mainly agricultural products and non- 
ferrous metals, larg(']y nickel, plud a host of minor items. In general 
it may be said that the rapidly rising trend of newsprint exports was 
set back moderately in volume by the Great Depression, but that the 
weak i>ri(‘e structure gave way and the value of tliese t'xports declined 
drastically nnchhas shown only a partial recovery despite a volume 
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of exports in 1936 and 1937 much above pre-Depression levels. Lumber 
exports have naturally followed the course of building in the United 
States rather than business in general; as a consequence they showed 
a long steady decline to very low levels in 1933 and 1934 and only 
a modest recovery since^ despite a fairly full recovery in prices. We 
have relatively only small exports of other capital goods except nickel 
and copper. The collapse of American investment after 1929 brought 
a drastic decline in these exports. Copper exports to the United States 
were further depressed and largely prevented from recovering ^ery 
much by the imposition of a tariff in 1932. Nickel exports^ however, 
recovered rapidly to much above pre-depression levels by 1936, de- 
spite the incomplete recovery of capital formation in the United 
States, but their drastic fall in 1938 suggests they are still sensitive 
to this factor. Exports of both grain products and livestock declined 
enormously in the depression and recovered since — but these move- 
ments have probably been due more to tariff changes and drought, 
and consequent price variations, than to the influence of industrial 
fluctuations. * 

It may be noted here that the shift from grain products to base 
metals, which characteriae^ Canadian exports to other countries over 
the past decade, docs not 8how\ip in our pqports to the United States. 
This is probably due not so much to the failure of investment to 
recover in the United States as it is to th6 copper tariff and the 
drought. 

It is not proposed to go into the regional aspects of our trade 
relations with the United States but one point seems of relevance. 
Canadian exports to the United States, especially those whose value 
is most subject to the influence of business conditions there, come 
rather largely from Ontario and Quebec, to a less extent from the 
Maritimes and British Columbia, and only to a small extent from 
the prairie. Eveh the tourist trade appears to have somewhat this 
character. Since Ontario and Quebec in turn supply less stimulus to 
activity in the other regions than vice versa, it follows that the effects 
on Canada of American business fluctuations arc apt to be less well 
diversified than, say, the effects of fluctuations in the European de- 
mand for our wheat. 

American influences on Canadian international receipts are not 
confined to those which affect our direct trade. One indirect influence 
is the part played by, American conditions in determining income in 
third countries, particularly Great Britain. While by no means neg- 
ligible, I believe this influence is frequently ovar-rated^and that while 
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Ami^rijinn evrnts may havr miuh to do with thr timing of British 
changes, they have not a ]3reponclorant influence, even indirectly, 
upon the general movements. British exports to the United States 
constituted only about 6 per cent of all British exports in 1929 and 
1937, Of the rest of th<* Empire, only Malaya and to a miieli Jess 
extent India export substantial amounts to the United States, while 
British exports to Malaya arc onfy about 2 ])cr cent of all British 
exports. Looking at the course of British lousiness since the war, one 
does not find much evidence of direct influener of Ani(‘riean conditions, 
though there may be substantial indirect inniicnccs, sudi as the role 
played by American foreign lending in the middle twenties, and her 
role in the great .slump of 1929-32. The most significant movement 
in Eiigland has been her strong recovery from 1932 to 1937, and 
this was very largely dependent on internal stimuli, tliough it was 
undoubtedly aided by the cheapness of raw material imports. Until 
rearmaments it seems to have depended very largely on the building 
boom, on the delayed modernization of British industry and internal' 
trade, and on the opportunities prcsimtcd by the new protectionist 
policy and the growth of cartels. In none of thes(^ have Ameri(‘an 
influences iilaycd much part. 

A more significant indirect infliicnbc on Canada would appear to 
have come by way of the cftects of American conditions on .commodity 
prices, particularly prices of farm pmducts and raw materials. In 
the eases of lead, zinc, and copper prices, in whicli Canada is in- 
terested, American demand, in conjunction with her dome.stic supplies, 
has probably been an important detcrmini'uit, though her influence 
in this field seems to have been declining, particularly as armament 
demands in Europe became more imjiortant in the last few years,® 
As regards export prices of farm products, particularly wheat, the 
situation is moix; complex. The role of tjic United States in the 
international agricultural crisis is not clear; she certainly shared in 
it and contributed to it, but her responsibility for it, in its international 
aspects, seems to have been no greater than that of many other 
countries. Some will blame her foi* not having been willing to import 
enough goods in exchange during the twenties, jicrhaps without 
mcognizing the really substantial dilHcultics inherent in an economy 
built upon a long-standing protectionist policy when a country hr- 

«It shnxild perhaps be added that by Influencing other raw material prices 
the United States probably has some influence (how much is a very dimcult 
qijiCBtion) on the co'ursc or economic fluctuation in rnw material producing 
countries, and thus, pcrhapi^ as Professor Bowlcy suggests, very significantly, 
on Britain (nnd^Ganaday. This is an intricate subject which invites analysis. 
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comes a great creditor practically over-night* Laterj in the recovery 
period^ American factors probably served to strengthen agricultural 
prices for a time, thereby assisting Canadian exports to third countries, 
but these factors were principally drought and government action 
rather than industrial fluctuations. Possibly in a negative way Ameri- 
can industrial conditions are con^nuing to depress agricultural prices 
because until prosperity develops in town there is no alternative for 
the American farmer except to continue to contribute to the world's 
surplus of wheat and of cotton, and indirectly to weaken other Jarm 
prices as well. 


When one turns to consider the influence of American conditions 
upon investment, it is much more diflficult to find facts and figures to 
back up one’s opinions. It is on this aspect of the problem that one 
would welcome the critical judgment of business men themselves. 
Nevertheless it seems worth while to hazard a few general statements. 

First, one must recognize that in providing a demand for certain 
exports the United States thereby directly induces at times substantial 
investments in Canada. The pulp and paper industry in the 1920 ’s 
is an obvious example. Here too we should probably include both 
public and private investment to take care of the tourist trade. This 
has served, in recent years, to justify large expenditures on road 
building that have been a by no means negligible influence in sus- 
taining incomes and employment. The material is not readily available 
on which to estimate just what part this factor has played ^in our 
post-war fluctuations, but the two examples given indicate its im- 
portance at least to several regions in both our more active periods. 

More broadly, all the influences exerted on our current inter- 
national receipts/ and thereby, in multiplied form, on our national 
income, contribute to the determination of our capital formation. 
Although economic theory and analysis are not able to throw a great 
deal of Tight on this crucial problem of the determination of invest- 
ment, it does seem fairly certain that the level and nature of the 
national real income itself is one of the major factors influencing 
the incentive to invest. It is not only that when business is good, plants 
are working close td cajlacity, and there are more openings for ex- 
tensions, improvements, and change. The principal form of influence 
is not, I believe, that of the so-called “relation” or “acceleration 
principle,” in which it is supposed that the amount of investment 
» * ' going on is chiefly dependent on the rate oPincreasfc of output gen- 
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erally^ or of consumption. Both these factois arc ojirrativc no ciaubt^ 
but thcr are other less* tangible but no less real diaiiiicls of iiiQucnce. 
A great deal of investment nowadays is made dii^cctly out' of cor- 
porate savings. When business is active and profits are high^ they 
will be devoted in substantial amounts to this inti'riial iiivestnient. 
When profits are lower, dividends will absorb a laigi^r fraction of 
them and nianageineats will be less ready to presume to dispose of 
the sharcholdci’s* funds. Indivklual business men and investors, loo, 
have more money with whieh they arc leady to gamble when times 
aie good. Moreover, as Mr. Keynes and many, others have ])ointed 
out, we nil aic apt to weigh current cmulttions unduly heavily in 
guessing \t»hat the future will bring We have so little leal c'vidcnec 
for guessing what things will be* like ten >eais Ironi now that we 
naturally assume they will be like tlic prc'sent except where we have 
evidence to the contrary. It is only ix^asonablc that wc' should tend 
to err on the side of optimism in good times and ]}essiinisin m bad. 

It is essentially this dependence of investiuent on current inc’oinc's, 
and thus to some degree bn itself, that provides the basis for many ^ 
of the cumulative foives which entc*r into the business lycle, Once 
the rate of investment begins to move in one dinM*Uoti or the other, 
it affects income in such a way as to justify to some degri'i* that initial 
movement and to induce a further change in the same direction. 

An iini)ortaiit consequenec of this is that in Canada our well- 
bi’ing is even more dependent on exports than xit first appears to 
be the ease. Current international' ivceipts constitute tiu* ('hirf dir<.Tt 
determinant of our national income. They not only have secondary 
ifTccts by way of the multiplier, thus increasing doiiu^sticr consumption 
expenditure, but tlicir influence being already so great means that 
they are the major element in determining invi'stment itself. Their 
effect in this regard may be counteracted by other forces, or may 
be delayed, as apjx^ars to have been the Ciisc in the twenties when the 
major increases in investment did not come until some years after 
the increases in export incomes. This lag, I believe, is commonly 
accepted as a partial explanation of the observed lag of import 
movements behind those of exports in relatively new countries whieh 
depend for their major stimulus upon export inc^omes. That it docs 
not always hold, however, seems evident fCom our ('xperiene^ in tlic 
last year or two when investment appears to have declined as soon 
as, and more drastically than, export income. Of course*, ns our groat 
need of the stimulus of export incomes is recognized, it is only natural 
that business should attempt ta forecast both the decline in exports 
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and its effects. Hence our mere dependence on export Incomes would 
be enough to make our markets and incomes turn down or up in 
sympathy with those in the countries to which we export, even before 
the cIFccts on our current international receipts became evident. ' 

American conditions have, of course, a more direct influence on 
Canadian investment than by way^f their substantial effect on cuircnt 
incomes. For one thing our security markets move very much in 
sympathy with American markets. Even without statistical analysis, 
observation of the course of government bond^yields and of stock 
prices, especially industrials, indicates a substantial similarity of move** 
ment both over a period of ycais and in shorter periods. The same 
thing .shows up more diiectly in the interest with which financial 
circles in Canada follow the American markets. This sort of influence 
seems apt to be more imi^tant now when so much attention is 
devoted to the general swings of the market rather tlian to the rela- 
tive movements of individual securities. Furthermore, in recent years 
European news has been a potent factor in security market behaviour. 
Inasmuch as a great deal o^ our news from*Europc, and the comment 
on it, come by way of America, it is only to be expected that the 
Canadian reactions to it should be somewhat similar to those in the 
United States. * 

The extensive holding by Americans of Canadian securities and 
by Canadians of American securities and the readiness of investors 
to shift from one to the other, help to explain the similarity in market 
behaviour. Even though the prospbets for Canadian business mi|^t 
justify different movements in the prices of its securities, this is apt 
to be offset by the general belief both that our business is likely to 
be affected by theirs and that our market is apt to move similarly 
anyway. Furthermore it may often be necessary to sell Canadian 
securities in order to protect one’s position in American securities. 

More significant, probably, in the long run is the contagious na- 
ture of American business and financial opinion, to which we arc* 
continually exposed. British observers claim that American business 
opinion is always far to unanimous, and that more divergence of 
interpretation of events is to be found in Britain and Europe. The 
i^lativcly wider short-period swings in American security prices ne- 
cessary to find holders for ^11 of them is cited as presumptive evidence 
for this view. Perhaps Canada is only too ready to share in this 
unanimity. It is easy to do so now that statistical services are so 
widely used, now that the same general information is available to 
most traders and business men, and the methods and possibilities of 
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analysis are fairly uniform. Apart from the information itself, we 
are constantly in touch with American sentiment by way of news- 
papers, radio, periodicals, and personal contacts. It is very difficult 
for us to avoid feeling optimistic when they do, and depressed ^hen 
they feel depressed. 

This contagion of spirit works pn a wider field than just the stock 
market. Direct investment by corporations and by small businesses 
is affected by it. These are also jifTcctcd by the experience of both 
Canadians and Americans in the American markets It is difficult 
to get published evidence on this sort of thing, but I have run across 
instances: where a bad spell on the New York market has indefinitely 
delayed the private financing of a Canadian project, and I am sure 
I that business people could cite many cxam|jlcs. We are dependent 
in one way or another on the United States for a good deal of our 
‘Venture capital*^ in the industrial field. If capital in that country 
is on the defensive, we suffer too. 

An important aspect of this question is our dcpcnclcncc on Ameri- 
can sources for much of our technological advance. While in certain 
fields we have done a great deal of pioneering ourselves, for example, 
in the treatment of dres and the proersring of other pr in utry products, 
it is fair to say that we have benefited enormously in the past from 
research and testing and the development of nc^v products in the 
United States. A great many of our industrial firms arc connected in 
one way or another with American corporations, and make use of 
their processes, patents, and research, Thw has enabled us, in Professor 
Innis’s famous phrase, “to apply mature technique to vii*gin natural 
resources,” with fruitful results. Delectable as this may be, it does 
involve certain dangers, quite apart from any question of exhausting 
those resources. Chief among these dangers is the fact that we have 
to wait until American capital is propared to undertake innovatioas 
before ^ve can get the advantage of the investment they involve. In 
so far as technology and novelty set the pare not only of progress, 
but of prosperity, we must perforce keep in some sort of step with 
our neighbour. 

This dependence on American technology and sentiment makes 
it important to recall that many American economists now feel that 
the problem of this generation in the United States is not so much 
that of the business cycle, which was essentially the problem of the 
century before the Great War, but rather it that of obtaining a 
sufficient volume of capital creation to reach and maintain full em- 
ployment and 'to avoifl the dangers of secular stagnation. This ton- 
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dency to a chronic deficiency of investment arises^ they say, from 
the decline in the rate of population growth in the United States and 
Western Europe alike, and the virtual end of new settlement in 
the United States, and to some extent throughout the world, leaving 
technical progress the sole major stimulus to capital formation. They 
remind us that technical progress has proved herself a fickle jade 
in this role before. Possibly these Cassandras underestimate the long- 
run effects of declining interest rates, especially the less publici^d 
local rates, and the enormous acceleration of technological develop- 
ment in recent decades. Their arguments apply with less force to 
Canada, for our rate of population growth will probably -fall only 
slowly for some decades; we still have a frontier which needs con- 
solidation, and we have a large outlet for our savings available in 
the repatriation of our debt and Canadian assets owned abroad.^ 
Our prosperity will' continue to depend for its major stimulus on 
our income from other countries, on our strategic position in world 
trade. But in so far as this modern view correct in regard to the 
United States, it suggests that if Canadian opportunities arc to be 
realized, investment in this country may have to become more in- 
dependent of American conditions and sentiment than heretofore. 

Another channel of influence on investment must be noted. The 
relative prices of investment and consumption goods is of material 
consequence in determining the volume of capital formation. For 
example, it has been said that high^ prices of capital goods compared 
to consumption goods have impeded recovery in the United States, 
and that a widening of this spread in 1936 and 1937 was an im- . 
portant factor checking construction and other investment at that 
time. While Canadian building costs, among capital goods prices, 
can hardly be closely related to those in the United States, the prices 
of iron and steel and their products, of which wc import a great deal 
from the United States, arc probably influenced to a considerable 
extent by price policies of American industries. A fair similarity of 
movement in iron and steel prices is noticeable, at least in recent 

^Considerable discussion took place on this point concerning repatriation 
as an "investment” outlet, in the economists* sense. It was argued that the ^ 
purchase of securities from foreigners, whib it may be a means of disposing * 
of capital, does not itself prewide domestic incomes, as investment docs. The 
writer replied to the cfTcct that repatriation offered a relatively riskless opportu- 
nity for “foreign investment** and that this indirectly served as stimulus 
to domestic activity through encouraging exports ^ and hindering" imports. 
The medium of this influence under modern TOnditions was apt to be the 
exchange rate (under gold standard conditions it would be relative price and 
cost le^s) whidi would probably be lowered^ or held dowv, by the demand 
for foreign exchange for repatriation of securities. 

\ 
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>^ars. Thus it is not only on the side of demand but also on that 
of supply that our investment is likely to be subject to the innucnce 
of American fluctuations. 

So far it is the influence on investment in fixed capital that has 
been discussed. Investment in working capital^ the building up or 
working down of inventories, is a major factor in the business cycle, 
particularly in the timing of its turning points and the rapidity of 
advance or decline. Unfortunately there is very little reliable infor- 
mation on this in Canada^ and it is difflpult to attempt to relate it 
to American conditions. Pata on American inventory movements have 
been inadequate, at least until lately, but Dr. Kuznets’s figures ex- 
tending back to 1919, and more up-to-date estimates of Dun and 
Bradstreet, indicate the wide fluctuations in this sensitive element 
of capital formation. It would seem reasonable to suppose that the 
same sort of fluctuations occur in Canada and that they would be 
subject to somewhat similar influences as those in the United States. 
Nevertheless, the relatively smoother course of Canadian business in- 
dexes, after correction for seasonal variation, suggests that inventory 
movements are a less significant factor here. Lack of knowledge of 
what actually goes on makes it difficuH to say any more on this short- 
term investment. 


It is difficult to draw precise conclusions from this review of the 
major channels of influence of American business conditions on those 
in Canada. Broadly it would appear that the effects by way of trade 
arc real and substantial, but not so preponderant that they could 
not be outweighed or substantially counteracted by movements in our 
trade with other countries. On the other hand, the influences by way 
of investment aw more indirect and intangible, but no less effective. 

In part, they rest oh a belief in themselves, on a belief that the 
dependence of Canadian business and finance on the United States 
is more complete than really is the case. The similar course of business 
in the two countries during the past fifteen or twenty years affords , 
some basis for that belief. But I suggest that in part this similarity 
haa been, if not accidental, then at least a result of unusually uni- ' 
veAal conditions, and that it is not at all impossible to picture a 
fair divergence between the course of business in the two countries. 

If that should come about, it might itself reduce somewhat the de- 
pendence bf ojir investment on American conditions, and thus re- 
inforce itself. 



CHAPTER IX 


Some Aspects of the Problem of Full 
Employment* ** 

J. R. BEATTIE 

T he purpose of this paper is to raise issues and provoke discussion, 
not to present a blue print Although \var«-tiine experience has 
contributed much to the education of economists^ I suspect there arc 
few who would be dogmatic about whether, or how, full employment 
can be maintained after the war. The pi'oblcm is not entirely and 
indeed may not even be mainly one of economic analysis. The most 
important question may be a social or political one, viz whether the 
desire for full employment is so compelling that people will be willing 
to subordinate jscrsonal and group interests sufficiently to achieve it. 

War-time developments have emphasized how far Canada was 
from full utilization of its resources during the thirties. In August, 
1939, after nearly a decade of struggle against mass unemployment, 
\ye now know there were still more than half a million Canadians 
who were unemployed. In addition, many were working on short 
time, or were being supported in concealed unemployment on farms, 
and many farmers were on relief. Since then, the gainfully occupied 
have increased from 3.7 million to about 5.1 million., including the 
armed forces. In addition, our capital equipment has been increased, 
new skills have been developed, and new production techniques have 
been worked out under the forced draught of war. The indications 
are that full employment of all who really want to work after the 
war will probably involve jobs for about 4.7 million people, or one 
million more than in 1939, and a volume of production perhaps 50 
per cent greater than the pre-war level. 

The present full employment results from a virtually unlimited 
community demand for war-useful goods and services, planned and 
administered by the federal government. Including the armed forces, 
about 1,900,000 people are now engaged in meeting this special and 
centralized demand. When it falls off our task will be to find other 

^Reprinted from the Canadian Journal of Economies ai^ Political Science, 
Vol August, 1944, pp. 328-42. 
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jobs for the people in question^ and markets for the things they pro- 
duce. These markets will depend^ not primarily on the decisions of 
one government^ but on the diverse circumstances and decisions of 
millions of individuals, and the over-all market for our output will 
have to be developed to a level some 50 per cent greater than before 
the war if full employment is going be maintained. The magnitude 
of this problem is obvious. It will be discussed here under the three 
main categories of exports, capital development at home, and domestic 
consumption. 

I 

In the -past, nearly onc-third of Canada^s total output has been 
sold to other countries. The export market has been an unstable one, 
and fluctuations in it have been a major factor in all our booms and 
depressions. However, the specialization made possible by foreign 
trade has substantially increased the productivity of our labour and 
has resulted in a higher average standard of living than wc would 
otherwise have had. So faa as it is open to us, expanding our pre- 
war external market is clearly one of the best ways of meeting \mn 
of our post-war employment problem. ' 

In the case of many of our potential customers, the difficulty 
will be to find means of paying for Canadian goods. Wc can broaden 
the market for our exports by supporting efforts to promote suitable 
international monetary and trade arrangements. Wc must also con- 
template extending export credits won our own, or investing abroad. 
However, past experience with International lending indicates that 
little private financing of this type can be expected. Even in the ease 
of govetmi^ent schemes, there will probably be practical limits to 
the amount of international debt which Canada or the borrowing 
countries would allow to accumulate. In the long run, therefore, we 
must be prepared to import on a scale corresponding to our exports. 

However, the scope of our export market is also subject to factors 
which arc beyond Canadian influence. If our chief customers fail to 
achieve a high level of employment, or if they adopt policies of self- 
sufficiency, Canadian exports aild employment will suffer. If actual 
sales by our specialized export industries fall short of what we arc 
counting on, the resulting structural unemployment will be particu- 
larly difficult to deal with. Surplus capacity in the case of the wheat 
or the fishing industry, for example, cannot be quickly turned to other 
uses. 

Some may suggest tfiat our propensity to import will also be a 
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limiting factor — that a vigorous expansionist policy might result in 
our imports outstripping our exports — ^that its domestic stimulus would 
be correspondingly reduced — and that the accompanying depletion 
of exchange reserves might impair conBdence. In fact, however, it 
does not seem likely that import leakages will prove to be a serious 
obstacle. One must assume that intoinational agreement will be reached 
.upon ways in which a country*s imports can be held within its capacity 
to pay, without forcing it to resort to deflationary internal policies. 

Despite their critical importance, the external factors which Pro- 
fessor Knox has outlined^ must be largely ignored in the remainder 
of this paper. Its function is to discuss some domesdc aspects of the 
long-run employment problem. Even if the international environment 
is favourable, however, positive domestic policies will be required to 
maintain full employment. A 50 per cent increase in our pre-war 
exports would bring them to little more than half the present level 
of $3J4 billion a year. If our post-war exports do not reach a satis- 
factory level, the same kind of domestic .policies will need to be 
applied, but all the more vigorously. 

I should add that this paper is not concerned with the problems 
of the immediate post-war period. While the armed forces and war 
industry are being demobilized and war plants arc being converted 
to peace-time use, there will probably be considerable temporary un- 
employment in spite of the fact that hi^ly inflationary conditions 
may still exist in certain parts of tl^e economy. Nor shall I attempt 
to deal with the structural changes which may be required, probably 
in some export lines as well as in connection with the conversion of 
war industry. The decisions which will have to be made in this regard 
will be of the greatest difficulty and long-run importance. We may 
have to choose between a relatively low but stable standard of living 
in a more self-sufficient economy, and a living standard whicl:^ would 
be potentially higher but less certain of attainment and involving 
larger fluctuations in employment. If structural changes become nec- 
essary on a large scale, the process will be long and painful, and will 
probably entail a considerable degree of governmental assistance and 
control in the industries affected. Such dislocations could, hmvever, 
be greatly reduced by appApriatc domestic full employment policies. 
These could help to provide 'alternative jobs for the people who were 
. having to shift. They could prevent unavoidable temporary losses of 

^F. A. Knox, "Some Aspects of Canada’s Po^-war Export Problem/' 
Canadian jfournal of Economies and Political Science^ August, 1944, 
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income and employment from becoming cumulative and starting a 
full scale depression. 

In turning to the second source from which increased demand 
and employment may come, viz. capital development within Canada, 
one jjoint needs to be emphasiaedl The great incrca^sc in the value 
of our output since 1939 has led many to believe that the problem 
of production no longer exists, that we can soon look forward to an 
average Canadian family income of something like $3,000 or $4,000 
a year at present prices. In fact, this will not be possible until we 
have made great further additions to our capital equipment and im- 
provements in our production technique. I have already suggested 
that under conditions of post-war full employment we might expect 
total putput to he 50 per cent greater tlian before the war. This may 
be optimistic. But even if it is realized, it would not suffice to raise 
the average income of family heads to $2,000 a year and of single 
workers to $900 a year, present prices. The' need for rapid and 
continuous increase in our productive rapacity is therefore obvious. 
In particular, these figures emphasize the desirability of promoting 
expansion of our productive plant and^cquipment, and our housing. 

The traditional method of stimulating private capital development 
is by lowring interest rates. Recent experience indicates that reducing 
the cost of money is not likely to have a major positive influence 
upon capital investment decisions^ The prospect of a profitable market 
for the output of the additional capacity in question is dearly more 
important. Nevertheless, die possibility of high or fluctuating money 
rates would be a deterrent and a.ssiiranre of low and stable rates would 
facilitate capital development. The effectiveness of a loiv interest rate 
policy woiild, of course, depend on how widely and strongly it extended 
beyond the. limits of the government bond market. It would probably 
be most helpful in the field of residential housing, where uncertainty 
about the market is less important and where interest is an appreciable 
factor in total cost. Even in the case of housing, however, the extent 
to which other costs could be reduced would probably prove to be 
the decisive factor in stimulating and maintaining a large volume of 
building. 

In some cases it is the availability of capital or credit, rather 
than the rate of interest, which is in question. Small producers, par- 
ticularly where they do not have an established local connection, 
frequently find difficulty in financing capital development. Never- 
theless, ' such projects may be sound and highly desirable from the 
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point of view of promoting fuller employment^ higher production^ 
and a better balance between large and small business. As a number 
of other countries have already decided^ there is a strong case for 
government to supplement the activities of existing financial institu- 
tions in this respect. 

While good monetary and Gl*cdit policies can help, tax policy 
probably offers more scope for effective encouragement of capital 
expansion. Here we face the fundamental problem of how to jraisc 
a large amount of revenue fairly, W'ithout at the same time penalizing 
efficiency and success. The problem is difficult enough in all conscience, 
but many countries, including Canada, have been led, largely by the 
necessities of war, into a corporate tax structure which greatly ag- 
gravates this situation. In so far as corporations distribute their earn- 
ings they are, to the economist, simply intermediaries in the distribu- 
tion of income to individuals, and from this point of view it is not 
desiVable to tax such income as it passes through corporate hands. 
It is particularly unfortunate that taxes on,corporation income should 
result in heavy double taxation of the earnings of risk ca|}ital, while 
the return frbm fixed-interest investment is taxed only once, in the 
hands of the individual. Any ipal attempt, after the war, to encourage 
risk-taking capital expenditure must seek to remove the discrimination 
against it which is involved in taxing corjjorate income as such. 

The logical approach to this problem is exemplified in the income 
tax law of the United Kingdom. Under that law, the whole income 
of corporations is subject to taxation at the standard rate (22j4-3d 
per cent before the war and now 50 per cent) , but individual share- 
holders receive a corresponding credit against their personal income 
tax liability when dividends are paid out. Even though under this 
system the corporate tax is not of great importance, firms are also 
allowed to offset losses against profits over a reasonable period 'of 
time. In addition, the British government has announced special post- 
war tax incentives to encourage new capital development and re- 
placement expenditures. 

I have suggested that after the war taxation should be concentrated 
so far as possible not upon corporate intermediaries but upon ultimate 
individual recipients, where greater equity can be achieved. As against 
this view, it is sometimes proposed that taxation should be used as 
a means of combating monopolistic or rcstrictivo practices — that some 
form of excess profits tax should become a permanent part of our 
tax system. In few cases, however, can the degree of exploitation he 
measured by the net profit rate. An exorbitant margin on sales does 
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not necessarily mean an abnormally high net profit. Large mark^-ups 
can be dissipated by inefficient operation^ or by unproductive ex- 
penditures designed to protect a monopoly ‘position. On tlic other 
hand^ taxation of large net profits as such might seriously penalize 
efficient firms in industries which were highly competitive. Over any 
extended period it would undoubtoTily check industrial progress, 

A permanent excess profits tax would also be extraordinarily 
difficult to design and administer fairly as between difFcrcnt industries 
in a changing and expanding economy. War-time experience has 
shown what complications there are in determining the amount of 
capital employed by a firm. To lay down standard rates of profit for 
various industries^ differentiated according to the risk involved^ would 
require still more arbitrary judgments. It is worth noting that the 
present Australian government, which two and a half years ago gave 
notice that it would impose a war-time tax along these lines^ sub- i 
sequently decided it was not practical to do so even as a temporary 
measure. There is no occasion here to enlarge on the monopoly prob- 
lem^ important though it is, but I would suggest, however, that the 
task of control requires too much exercise of discretion and judgment 
to be satisfactorily handled under a geperat tax law. 

Although low financing costs and fair tax treatment for risk 
capital would help to promote private capital development, the pros- 
pects of an expanding market will clearly be the most important 
influence. This in turn will depend greatly on technical progress in 
the industry concerned. Invention of new products which the public 
will obviously wanf to buy provides a sure basis for capital expansion, 
and similarly with development of techniques for improving or cheap- 
ening existing products and thus broadening their market. Unfortu- 
nately Canadian industry is handicapped in this respect. Modern 
scientific and industrial research cannot be tackled successfully on a 
small scale, and many of our big firms depend for it upon parent 
companies abroad. Before the war, expenditure on scientific and in- 
dustrial research in Canada (including both government and private) 
totalled only about $3 million a year. On a per capita basis it was 
about one-tenth of corresponding expenditures in the United States 
or Russia. A small country like Canada cbuld not hope to cover the 
whole research field adequately but could ^legitimately expect to be 
in the forefront where our natural resources provide u.s with special 
interests. Government expenditure for this purpose would probably 
produce results^ in toms of increased employment and a higher 
standard of living, which would be out of all proportion to the amount 
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involved. This applies^ of coursei to resource conservation, and to 
primary as well as secondary industry. 

Government can also make a major contribution to industrial ex« 
pansion over the long run by raising the level of general and technical 
education. It is often said that the best investment any community 
can make is in the education of fts citizens. Year by year it becomes 
more essential to put this principle into practice in an aggressive 
and imaginative way. Teclinical progress emphasizes the danger of 
dependence upon exhaustible natural resources for our competitive 
advantage. In the future we shall have to depend more on the quality 
of our working force. Adequate facilities for the training, placement, 
and transfer of workers will also be very important. 

m 

I have Suggested several ways in which government can help to 
• promote employment by removing barriers, or giving positive stimulus, 
to private capital expansion. However, there is pretty general agree- 
ment that this factor alone cannot fill tlic whole of the post-war 
employment gap. The Advisory Committee on Reconstruction have 
estimated that under conditions of full employment Canadian corpo* 
rations and individuals would save about $1^3 billion each year. Any 
such estimate must necessarily be rough, but it gives some idea, of the 
order of magnitude whicli is involved. Assuming this is approximately 
correct, full employment could only be maintained if total capital ex- 
penditures were to reach similar xhagmtudc each year. If they fell 
short, employment and income would inevitably decline until saving 
was forced down to the point at which it could be offset by the current, 
and probably reduced, volume of physical investment. \ 

By way of comparison with the above-mentioned figure, it may 
be noted that even the tremendously rapid industrial expansion which 
has taken place during the war has not involved more than $1 bullion 
of capital expenditure on plant, equipment, and housing in any one 
year. This includes both private and public expenditure. Taken to- 
gether, they have been a less important factor in offsetting saving 
and providing full employment than our transfers of goods to other 
countries under Mutual Aid. In the light of the comparative figures 
just given, there does not Seem to be the slightest chance that private 
capital expenditure alonp will be large enough, year after year, to 
offset the saving which would he produced by full employment. 
Broadly speaking, there are two methods by which government can 
try to prevent unemployment developing out* of this* situation: (1) 
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it carl accept the saving and spending habits of the community as it 
Bnds them, and seek to fill in the gap by means of capital expendi- 
tures on government account; (2) it can try to narn)w the gap by 
adopting policies which will reduce the coinmunity*s ])ropcnslty to 
save, and increase its tendency to spend for consmnjjtion j>uiposcs. 

If the employment gap were /^irrcly cyclical in character, and 
relatively small on average, the first of these two methods might be 
sufficient by itself. Direct government investment is generally accepted 
as a method of dealing with cyclical unemployment. In theory, at 
any rate, it can be concentrated in periods when private capital de- 
velopment is cydicalJy low— and reduced if and vvIh^h signs of in- 
flation appear. 

Ho\vcver, it may be that private investment, even at its highest 
points, will fall well short of the level required for full employment. 
In otlier woids we may face a tendency toward secular or chronic, 
as well as cyclical, unemployment. No one can be sure at the present 
time wlictlicr, or to what extent, this will be the ease. Major un- 
certainties have already been mentioned regarding our exijort outlets, 
and the possible need for structural change. It is also impossible to 
forecast the degree of confidence and enterprise which business will 
show under what may be largely unfamiliar conditions. The record 
since 1929, however, gives no ground for optimism. Aftin ten years 
of depression nearly 20 per cent of our labour capacity was still idle. 
External conditions were not solely responsible, and even if they had 
been, we cannot assume they will* improve so much after the war as 
to carry us automatically to full employment. 

On the one hand, we must probably count on our propensity to 
save being greater than it was in die thirties. The feeling of insecurity 
created during that period will not be quickly forgotten. In addition, 
war financing campaigns have had to develop and extend the normal 
instinct to save. Finally, if full emplo^ent is to be maintained after 
the war, real income will be far higher than in the thirties, and this 
will raise the proportion of total income which is saved. It is true 
that individual and corporate holdings of cash and readily marketable 
securities have increased greatly during the war, and this degree of 
liquidity may partly offset the increased tendency to save. On balance, 
however, it would appear that in the absence of measures such as 
those discussed in Section V below, gross saving might well approach 
the previously mentioned estimate of $1J4 billion a year under full 
employment conditions. 

On the other hand,* there is small chance of private capital dcvcl- 
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opment roaching a level which, even in peak years, would absorb 
such a volume of saving. The so-called ‘‘mature economy” thesis has 
often been over-stated. However, it seems only reasonable to expect 
that opportunities for capital investment will be relatively less than 
they were when territorial expansion and growth of population were 
important factors, as well as rap^ technological progress which is 
what we have mainly to depend upon now. In any case, there is no 
practical evidence at this time of developments which ^vould require 
anything like billions of capital per year, A recent Financial 
Post survey® of firms accounting for about 60 per cent of manu- 
facturing industry indicates that their immediate post-\var capital 
expenditure on fixed assets might average slightly more than $100 
million a year, or about 1/15 of the figure mentioned above. Electric 
power is a heavy capital-using industry, but its total pre-^var invest- 
ment in fixed assets was less than $1J4 billion. One y^ear^s saving 
at this level would more than cover the cost of all residential housing 
built in the twenty years from 1918 to 1937, or would cover nearly 
half the total fixed capital investment in Canadian railways. Althougli 
comparisons of this sort should not be pushed too far they do indicate 
lio^v little chance there is in the foreseeable future that private capital 
expansion will come close to absorbing the volume of saving which 
would be produced by full employnnent. 

It must be admitted that there is an Inevitable bias in our thinking 
on this problem, because wc cannot visualize the new developments 
which will undoubtedly take place But which as yet cast no shadow 
before. The point is, however, that even if these occur on a very large 
scale, they may still be a minor factor in relation to our propensity 
to save. Even the building of a new industry comparable to the pre- 
war automobile industry would absorb less than three weeks’ saving 
at the rate of $lj4 billion a year. Our trouble is not so much under- 
investment as over-saving. Under present conditions financial saving 
proceeds more or less independently of opportunities for capital de- 
velopment, and seemi^ to have got seriously out of line with it. 

It is true that in the immediate post-war years inventory accumu- 
lation will substantially supplement private investment in fixed assets. 
Over the long run, however, this cannot be of major assistance in 
filling the gap. It is also frue that in theory there are almost un- 
limited outlets abroad for Canadian saving, and this may well be 
an important factor in the early years after the war. As already sug- 
gested, however, international lending docs not seem likely to be a 

• • 

*Jobs lor Tomorrow (Toronto, 1944). 
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large continuing offset to our saving. There are obvious obstacles to 
an indefinite accumulation of international debt and international 
gifts have yet to establish their practicability as a normal peace-time 
measure. 

The available evidenccj therefore, suggests that wc shall have to 
deal with a tendency toward secullr as well as cyclical unemployment 
afto the war. Not only the general public, but economists, tacitly 
admit this when they speak so universally of full employment, and 
not merely stable employment, as a goal. If this is the case, direct 
government capital expenditure may not be enough in itself to fill 
in the whole of the employment gap, and additional methods of 
providing employment must be sought. 

IV 

Undoubtedly a large backlog of urgently needed public invest- 
ment has been built up, e.g. deferred maintenance and improvement 
of highways and other transport facilities, constniction of hospitals 
and other public health projects, nn*al electrification and certain 
natural resource programmes. Government provision of some types of 
housing might also be included. In addition there would be projects 
which, though postponable, were generally considered to be useful 
and desirable in tlicmselvcs. This category xvouJd include, for example, 
public buildings of various kinds; projects for the development and 
conservation olf natural resources, such as reforestation,, geological 
surveys and scientific prospcctihg, northern development, soil con- 
servation, flood control and development of power sites; projects for 
sanitation facilities, recreation facilities, and so forth. There will 
probably be other types of public investment hot hitherto explored 
to any extent in this country which will come tp be considered just 
as useful as anything else upon which wc could employ our resources. 
Over a period of time, huge amounts can undoubtedly be spent on 
public investment, but there is no use overlooking the very real plan- 
ning and administrative obstacles which will stand in the way of rapidly 
achieving a large volume of expenditure. 

First, there is the question of constitutional ijurisdiction. Where 
the federal government participates, it will in most cases have to 
reach agreement with a provincial, and Vmetimes also a municipal 
government before planning can usefully proceed. There arc also 
obvious political difficulties In allocating large projects between various 
regions of the county or between specific localities within those re- 
gions. Even when geography dictates the decision, as in the case of 
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the St. Lawrence waterway, the numerous interests a/Fccted by any 
large development must be takerii into account and time allowed for 
long delays. Then, after the basic decisions have been made, an enor- 
mous number of man-hours of detailed technical planning are needed 
before the blue prints are ready. In the case of many resource con- 
servation and exploration projee*^, the scale of operations will also 
depend on how quickly our univei'sities can build up a large body 
of men with the required scientific training. 

In mentioning these practical limiting factors there is no thought 
of deprecating public investment as a means of promoting cmploy- 
^ ment. It must obviously constitute a large and indispensable part of 
any adequate full employment programme. Just because of its im- 
portance, however, it is necessary to emphasize the time lags involved 
and the enormous amount of preparatory work required. If these 
factors were disregarded, either public investment would be severely 
limited in volume or it would be in danger of becoming discredited 
^ by sketchy planning, inefficient execution, %n.d resort to projects whose 
chief or sole value was that they kept people busy. 

Even in the long run it must be recognized that the scope for 
public investment is not unlimited. As the programme proceeds and 
the best ideas are used up, it will become harder to plan new projects 
which arc useful and desirable in themselves, and not merely devices 
to provide employment. At any given time there is a point beyond 
which the majdrity of the community would consider further projects 
to be a wasteful use of resources. While they might support additional 
projects beyond this margin if they were the only alternative to un- 
employment, they would prefer the labour and materials in* question 
to be used to provide a greater production 'and distribution of things 
which consumers want For example, more automobiles might be 
prefcrrpd to a third or fourth trans-Canada highway. Higher mini- 
mum standards of food and clothing might be preferable to provision 
of still more recreation facilides. 

It would, of course, be possible to evade this limitation by ex- 
tending public investment into fields now occupied by private business. 
For the most part, however, this would not help to close the employ- 
ment gap, as govemAicnt investment would simply be replacing 
private investment. There might even be a considerable net loss of 
employment if extension of the sphere of public investment scared 
off private investment in other industries where government was not 
yet prepared to replace it, or led to general business retrenchment. 

The conclusion is that public investment ^should *not be expected 
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to fill the whole employment gap, and that policies designed to reduce 
saving and increase out propensity t!b consume will also be necessary. 
However, it should be noted that raising the tendency to consume 
docs not necessarily reduce the absolute level of capital investment. 
If full employment cannot be maintained without positive measures 
to promote consumption, these may well lead to a higher absolute 
volume of investment than would otherwise take place. I suspect 
there is unconscious resistance within all of us to an idea so counter 
to the principles on which we svcrc brought up. To put the proposi- 
tion crudely, however, we can cat our cake and have it too so long 
as there is idle capacity in the kitchen which, can be adapted to cake 
production. 

V 

I 

How could government go about Increasing our propensity to 
consume? An obvious first step would be to discourage unnecessary' 
saving by providing a basic minimum amount of insurance protection 
against the major hazards^of life such as illness or disability, early 
death or destitute old age, unemployment, crop failure, or unduly 
-low prices for primary products. Over and above this minimum of 
protection, people would, of ccAirsc, be; free to provide in their own 
way for any additional security which they felt necessary, Assurance 
to everyone of a basic minimum would, however, increase the tend- 
ency to spend among those who, because they lack facilities for pool- 
ing of risks, are at present saving ^too much. 

People with very low incomes could not in practice pay more 
than part of the necessary premiums. To the extent to which their 
payments fell short, the insurance scheme would constitute a welfare 
programme, and in so far as it was paid for by others would involve 
some direct redistribution of the national income from above-average 
to low income groups. This in itself would tend to increase aggivgate 
cohsumption. For although we do not know as much as we should 
about the spending and saving habits of people in various occupations 
and income groups, there is no doubt that on average the lower one’s 
income the greater proportion which is spent for immediate con- 
sumption, Redistribution from higher to lower income groups would 
also tend to make the volume of consumpdon, and tlic national in- 
come, less subject to sudden decline. More would be spent on basic 
necessities such as food, clothing, and shelter, as distinct from luxury 
items where the demand is more postponable. 

The principle of di^ct and continuous redistribution of income 
has been in operation in Canada for many years in the form, for 
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example^ of old-age pensions, mothers* allowances, and unemploy- 
ment relief. It is true that these measures were adopted for humani- 
tarian or social reasons rather than for the purpose of increasing 
and stabilizing consumption and employment. Similarly, present day- 
social security proposals are not usually put forward solely or even 
mainly as an economic propositicM. In judging of their desirability 
or 6thcrwise, however, and in deciding upon the scale of benefits 
which should be adopted, full account should be taken of the addi- 
tional employment whicli they promote, and the increased level and 
stability of income, among high as well as low income groups. It is 
sometimes said that social security will be impossible without full 
employment. It would be more correct to say that full employment 
may be impossible without adequate social security expenditures. 

The net employment-creating effect of any given measure to re- 
distribute income and promote consumption^ would, of course, depend 
on the extent of its community support. If important groups were 
strongly opposed to it they might nullify Us stimulus to employment 
through abnormal reduction of their own consumption or investment 
outlays. It would therefore be essential to limit redistribution of income 
measures to those linked with jvclfare or other objectives which com- 
manded widespread public support for reasons of social policy. Never- 
theless, it must also be recognized that without a considerable ex- 
tension of such measures, the attempt to maintain full employment 
will probably involve pushing public investment to an extreme which 
many would not be prepared to support either. 

The relative amount of social security or public investment expendi- 
ture needed in order to provide a given volume of employment is na- 
turally a matter of great practical interest Theoretically the answer 
involves comparing the sums of two convergent infinite scries, which 
depend, inter alia^ on the marginal propensity to save in capital goods 
and consumers' goods industries, and the marginal propensity to save, 
if any, of the immediate recipients of social security benefits. On 
the basis of any reasonable assumptions which are likely to be made 
in this regard, social security payments would provide more total 
man-hours of employment than the same amount of expenditure 
on public investment. Pu^ in another way, social security payments 
cause a more marked redistribution of income than public investment 
expenditure, and therefore do not have to be initiated on as large 

« Social security (including family allowance) expenditure is taken as the 
typical case but such measures would also include, ^for example, subsidies or 
the t reduction of taxes on the consumption of staple commodTities. 
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a scale in order to promote a given increase in aggregate spending. 
In practice, the social security method of promoting employment 
would give greater assurance of continued stimulus, and for this 
reason also would be more effective. The comparative effects on 
business confidence would be another important element in the cal- 
culation of relative cost. From nOst points of view social security 
would appear to be more consistent with tlie maintenance of a pre- 
dominantly private enterprise economy than public investment on a 
very large scale. Even if social security were more disturbing to busi- 
ness than large scale public investment, however, this would not 
. be likely to outweigh the other considerations which indicate that 
social security would provide more total employment per unit of 
financial cost. . < 

In comparing the two methods of filling the employment gap, 
it is worth noting that social security has the advantage from an 
administrative point of view. While the administrative problems in- 
volved would not be simple, particularly where benefits were to be 
in kind rather than ca&, these benefits would be provided in ac- 
cordance with definite legislative rules, ahd relatively little jurisdiction 
over the day-to-day affairs of individuals or businesses would be in- 
volved. Only in small part, however, could the day-to-day operation 
of a public investment programme be governed by rules laid down 
in advance. Much would have to be left for arbitrary decision by 
government and the administrative organization. 

In opposition to extension of 'social security measures in Canada 
it is ^sometimes argued that they would handicap our export industry 
in the vital task of expanding or even mtaining its pre-war markets. 
This would be a valid objection if social security were financed even 
In part by contributions from corporations. As already suggested in 
connection with general taxation, however, this would be neither 
necessary nor logical. Contributions should not be levied on corporate 
intermediaries, but apportioned directly among individuals, who am 
the ultimate recipients of all income, on the basis of their ability to 
pay. Exporters* apprehensions about social security may also be based 
on the view that it would raise labour costs, but on the other hand 
trade unions have shown concern lest it might have the effect of 
reducing or holding down wage rates, 

More generally it may be argued that extension of social security 
schemes would impair the initiative of those who directly benefit. 
Depression experience has shown, however, tliat helpless insecurity 
or idleness is hot an ^adequate or effective stimulus to individual 
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effort. Nor is employment on ‘‘make-work” projects calculated to 
promote morale or initiative. On the other hand, no one u'ould 
suggest that those men who now face the supreme test overseas wll 
display less courage or initiative because they can count on a moderate 
degree of security for their dependents. It is obviously quite the re- 
verse. Indeed, under modern coiMitions where few can meet their 
own basic needs witli their own hands, it may be that a certain 
minimum security of income will encourage people to face the changes 
and take the risks which are necessary for rapid economic progress. 
Social security would also provide more equality of opportunity. No 
one can tell what new sources of initiative and productivity this might 
uncover, particularly if educational standards were being raised at 
the same time. Every community will probably have a few horrible 
examples of people who would misuse, or 'be harmed by, social se- 
curity. But broad policies should not be determined by their effect 
upon a negligible minority. 

VI • 

The danger of affecting the initiative of people with medium or 
large incomes is more serious. It would probably arise from public 
investment just as much as ffozn social security schemes, since the 
former would probably require at least as much expenditure as the 
latter to provide a given amount of employment, and the reper- 
cussions on national income and government revenue would be much, 
the same. Tlic danger would be that progressive income and inheri- 
tance taxes might be carried too far, or that debt charges might 
rise to a level which caused apprehension about future tax burdens. 
Even if full employment can be maintained after the war the average 
standard of living in Canada will not be high in any absolute sense 
of the term. A rapid increase in our productivity is needed. This 
will depend gteatly on the efforts of people who have better than, 
average ability and energy, and who thus tend to have better than, 
average income or wealth. Therefore we can ill afford to discourage 
people in this group. But^ the danger of discouragement would arise 
only in part from the method of financing. It would clearly be un- 
wise to aggravate the danger by unduly restrictive taxation or bor- 
rowing policies, but less restrictive methods of financing would also 
have their disadvantages, *as will be indicated below. Indeed some 
among the group in question would be apprehensive not about the 
method of financing, but about the fact that large public investment 
or social security expenditures were undertaken at all. 

Surely this is a case where hard-headed* appraisal of long-run 
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interest is required* Employment-creating expenditures increase and 
protect the income of the wealthy as well as the poor. No group in 
the community could be sure of its position if unemployment emerged 
and remained on a large scale after tlie war. With few exceptions 
the lot of the individual and of his children is bound up with the 
economic and social stability of tlfe community as a whole. The in- 
escapable conclusion is that intelligently conceived and executed full 
employment policies are a good business proposition for tliosc who, 
in the first instance^ contribute as well as those who, in the first 
instance, benefit. 

The precise way in which a given programme of social v'curity 
and public invcstmjcnt should be financed could not, of course, be 
laid down in advance of the event. Presumably there would be little 
point in financing it entirely by taxation if unemployment existed or 
threatened on an important scale. There would also be little danger 
in borrowing from the public, when necessary, so long as net debt 
charges were not increasing more, proportionately, than national in- 
come or taxable capacity. But just how much should be paid for 
at any given time by taxes, how much by borrowing from the public 
and how much by borrowing from baqks, i.c, by creating new money, 
would necessarily be a matter for judgment. There is no rule of thumb 
to go by. 

During the latter part of the depression the volume of money 
was increased by more than $600 millions in the process of financing 
government expenditures, without causing inflation. During the war, 
the volume of money has been increased by a further $2,250 million. 
Under war-time conditions this would certainly have touched oil 
Inflation if numerous direct controls had not at the same time been 
imposed. The inflationary effect of a given post-war increase in the 
voluznc of mon^y would naturally depend on how far the desire for 
liquidity might be increasing or decreasing at the time, as well as 
on the extent of surplus productive capacity available. 

This paper has dealt only with some of the problems of promoting 
full employment, not with those which are involved in preventing 
full employment from developing into inflation. But such problems 
cannot be ignored in considering methods of financing. In general, 
it may be said that the more new money Acre is created in Ae process 
of reaching full employment, Ae more likely it is that inflation will 
eventually result or that widespread direct' controls of the war-time 
variety will be needed jto hold it in check. Once in existence an excess- 
ive volume of money could not be quickly reduced, and 'persons or <’or- 
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porations with substantial cash balances would be largely immune to 
control by the indirect methods of interest rate, credit, and tax policy. 
If they became over-optimistic as the result of a cyclical upswing, or 
began to lose conlideiice in the value of the mottetary unit, there 
would be no cfFective way of preventing inflation except by direct 
controls. ^ 

In practice, therefore, any judgment as to how government ex- 
penditures ought to be financed must strike a balance between the 
following considerations: (1) unduly heavy taxes have a restrictive 
effect upon consumption and capital development; (2) borrowing 
from the public is less restrictive but if carried to extremes may set 
up rcstrictively large debt charges; (3) borrowing from banks, i.c, 
creating new money, is not restrictive at all but if carried too far 
will probably necessitate much heavier taxation and direct controls 
later on in order to prevent inflation at that stage. The proper balance 
could only be determined in the light of circumstances at the time 
and would be subject to alteration as conditions and prospects 
changed. It is hardly necessary to add tliat successful financing as 
well as planning of full employment poUcic.H after the war will de- 
pend very greatly upon the character of tlic federal-provincial arrange- 
ments which can be made. 

I i 

vn 

So far this discussion has centred upon certain major things which 
government could do to create conditions favourable to full employ- 
ment. But the support and co-opclation of producer groups will also 
be extremely important. Full employment policies will constitute a 
temptation not only to monopolies but to all strong and well organised 
producer interests. The temptation will be to raise prices and limit 
output, rather than struggle to reduce costs and increase the volume 
of production. If producers were to concentrate on exploiting rather 
than developing the market and if full employment policies were 
pressed to an extreme, there would be rapid progress ftnvard inflation 
as one group after another levered up its income without increasing 
its productivity, and levied the cost on consumers. It is more probable, 
however, that such tactics would frustrate government efforts to pro- 
mote full employment, and would result in stagnation. 

There is particular danger of this happening in the immediate 
post-war period when many things, especially in the durable category, 
will be in short supply, and when for a time there will be a sellers’ 
market. If producers take the line of least resistance, and instead of 
trying to get down war-swollen costs, chargh whatever is needed to 
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cover theiu^ they may lose export markets and choke off expansion 
of their domestic business as well. In the case of housing, for example, 
costs which were already high before the war have increased substan- 
tially during the war period, Widiout a considerable i eduction in 
costs, through increased efficiency, it is hard to see how this industry 
could make its proper contribution (o full employment. In some cases 
such as this it might be justifiable for government to assist in low- 
ering costs by underwriting large long-term contracts for standardized 
components, thus guaranteeing die volume required for dicap pro- 
duction, Obviously, however, no matter how much government might 
help along these lines, the main responsibility for reducing costs and 
increasing efficiency and volume must rtst with Uic producers con- 
cerned. y 


In this paper I have discussed the need for promoting employ- 
ment after the war by: (1) measures to remove barrici's or provide 
stimulus to private capital development; (2) public investment in 
projects which arc • useful or desirable in dicmsclvcs; (3) social se- 
curity or other measures to stimulate consumption. . 

In view of the probable magnitude* of the post-war employment 
gap, the question priority does not seem very important. The in- 
dications are that all three approaclics will need to be developed 
just as far as public opinion and planning and administrative ma- 
chinery make it feasible. * i ^ 

If the case for social security has been given disproportionate 
emphasis, this is because it has so far received less than adequate 
recognition as a method of creating employment — and one which is 
probably more effective than public investment in terms of financial 
cost. It is true that social security .expenditures do not leave bricks 
and mortar to show in government balance sheets. Their effect is 
seen in a higher standard of living, and better people, and there is 
practical value for every group in the community in the economic 
and social stability whidi result 

This paper has necessarily been confined to some of the more 
controllable factors in our post-war situation. The actual level of 
employment at any time will, of course, ^ways de]^nd greatly on 
the level of our exports. If external conditions arc not favourable 
wc shall face the need for painful structural adjustments, and even 
bolder application of the policies considered here. 
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CHAPTER X 


The Structure of Interest Rates* 

P. A. LUTZt 

I T HAS long been customary in works on the theory of interest to 
talk about the interest rate, and to deal with the problem of the 
difference between rates on different maturities by adding a foot- 
note to the effect that the author understands by the interest rate 
the whole “family** of interest rates. Although the incompleteness 
of this kind of treatment was generally recognized, it was not regard- 
ed as an essential defect of the theory, because it was assumed that 
the whole “family** of interest rates moved up and down together, 
and tliat furthermore there was a tendency towards equalization 
of the different rates. The wide discrepancy between long and short 
rates which is at pn^sciit observable, and which has existed ever v 
since the middle of 1932 (apart from a short period during the 
banking crisis), has shown once again that these assumptions are 
not always borne out by the facts. The last few years have therefore 
scen'^new sittcmpts to find out what determines the relationship be- 
tween long and short interest rat^. The present article tries to set 
out the theory of this relationship and to verify it so far as possible 
by reference to the f^cts. 

I 

In our approach to the problem of the relation between long 
and short-term rates, we shall start out; in this first section, by 
making three assumptions: (1) everybody concerned knows what the 
future short-term rates will be, i.c, there is accurate forecasting in 
the market; (2) there are no costs of investment, either for lenders 
or for borrowers; (3) there Is complete shiftability for lenders as 
well as for borrowers. The lender who wants to invest for, say, ten 
years is equally well prepared to buy a ten-year bond or to lend on 
a one-year contract and" to rc-lend ten times. Similarly, a lender 
who wants to invest for only one year is in principle prepared to 

* Quarterly /qurnal of Economies^ Volume LV; 1940-1941, pages $6-63. 
Reprinted by courtesy of the publisher and author. The article is included 
in Readings in the Theory of Income Distribution ^Blakistou, 194-6). 
tPrinceton University. 
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buy a ten-year bond or a bond of any other maturity and sell it 
again after the first year. The same shiftability is assumed for tho 
borrower. 

Under these assumptions we can set out the following proposi- 
tions as to the relationship between short and long rates: 

(1) We tan conceive of the lofiig-tcrm rate as a sort of average 
of the future short-term rates.' If we neglected the compound interest 
factor, it vt^ouid be a simple arithmetic average. If we take arcount 
of that factor, the formula is more complicated.® The arithmetic 
average can, however, be used as a sufficiently close approximation 
for most purposes. The character of the long rate' as an average 
of the future short rates can also be seen from the table on page 
147, which shows short rates for successive years together with the 
yields in the same years for bonds with various maturities. 

From the property of the long-tcnn rate as the average of the 
future short rates propositions (2) to (5) below follow: 

(2) The long rate cap never fluctuate as widely as the short 
rate. All future changes in tiie short rate are already reflected in 
the present long rate, and the lapse of time which makes these 
changes in tlie short rate materialize adccts the long rate only to 
the extent to which the average of these short rates becomes highek* 
or lower by the vanishing of one short rate after tlic other into the 
past. (Compare, for instance, die movement of the yield of a per- 
petual bond with the movement of short-term rates, as shown in 
the table.) 

(3) It is possible that the long rate may move temporarily 

^This has been pointed out by many authors. Gf. Irving Fisher, The 
Theory of Interest, 1930, p 70 j W. W, Riefler, Money Rates and Money 
Markets in the United States, 1930, p. 121 : F. R. Macaulay, Some Theoretical 
Problems Suggested by the Movement of Interest Rates, Bond Yields and 
Stock Prices in the United States since 1856, 1938, p. 29; R. G. Hawtrey, 
A Century of Bank, Rate, 1938, p. 149; J, B. 'WilHams, The Theory of Invest- 
ment Value, 1938, p. 60; J. R. Hicks, Value and Capital, 1939, p, 145. 

>The exact fd^ula, where stands for the long rate on a loan which 
, is repaid after n unit periods, u for the short rate in period I, r« for the short 
rate in period 2, etc., is* 

0 +r,)(H-rJ ... (1 +f«) -1 

(1 + fOd + /,) . . . (1 +f«) +(1 +f,) . . . (l +M + . . . + a + r«) + 1 
This formula is based on the assumption' that the long term interest payments 
arc made regularly at the same intervals as thole at which the short rate is 
paid. 

For a simpler formula, which is exact only for the case wlicre all the 
interest on the long-term loan is paid out at the end ^ the loan transaction, 
see Hicks, op. cit., p, 145. (Gf. also Lindahl, Money and Capital, p. 188n. 
The lattc^s interpretation of the conditions under which the formula is valid 
is not quite accurate.) * ' 
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Short and Long Interest Rates and Bond Prices* 
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contrariwise to the short rate. The long rate would risc^ in spite of 
a simultaneous fall in the short ratCj if the preceding short rate was 
lower than the average of the succeeding short rates, and vice ver^a. 
If we use the arithmetic average as the first approximation, it can 
cosily be seen that this is so. If, for instance, the short rates in 
three successive years are four. per cent, three per cent, and eight 
per cent, respectively, the yield on a bond redeemable at the end 
of the third year will be five per cent in the first year and will, rise 
to five and pnc-half per cent in the second year, in spite of the fall 
in the short rate from the first to the second year, 

(4) Turning now from the movement of the rates over time 
to the structure of the rates at a given moment of time, we see that 
the current yield to redemption of a long-term bond will be above 
the current short rate, provided the average of the future short rates 
up to the maturity date of the bond is above the current short rate 
(and vice versa). Such a situation also indicates that the long rate 
will rise later on, since the average of the short rates is bound to 
go up when the prevailing low short rate has passed by. ' 

We can depict the yields to redemptiorf, at a •given date, of' 
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bonds of different maturities by drawing a grapli in which the yields 
are plotted along the vertical axis and the redemption dates along 
the horiawntal axis. We can, of course, obtain curves of all kinds 
as we assume different movements of future short-term rates. How- 
ever, I will list here only a few possible patterns which arc* of practical 
significance, as we shall see later. 

It is obvious that yields for bonds of different maturities will 
all be, the same, i.e. the curve will be a straight line, if future short 
rates do not change. If the future short rates move in such a way 
that each successive short rate is above the average of the preceding 
ones (this condition, it may be noted, allows the short rate to fall 
tcipporarily at some point in the future without bringing about a 
kink in the curve), we obtain a .scale of yields wliich is steadily 
ascending. The curve will, of course, flatten out if the short rates 
settle down at an unchanging level from a certain point onwards. 
In the reverse ease, we obtain a scale which descends with the 
increasing length of the pnaturitics and flattens out later. Finally, 
we obtain a scale of yields which first goes up with the increasing 
length of the maturities, and then goes down again when th(' short 
rates fall below the average of the preceding short rates. This is the 
case depleted in the table on page 1^7* (See columns II and III.) 
If we do not know the future short rates, but have a series of yields 
for bbnds of different maturities, we can calculate from this tlic 
implied future short rates.” 

(5) It is evident that the rAurn on an investment for a given 
time is the same, no matter in what form the investment is made. 
The prices of bonds fluctuate in such a way as to make this result 
come true. An investor who wants, for instance, to invest his money 
for one year can either invest in the short-term n^arket for one year, 
or buy a bond of any maturity and sell it after a year, For instance, 
if he buys a perpetual five per cent bond at the beginning of the 
first year for 95.821 and sells it at the beginning of the second year 
for 95.612, he makes exactly five per cent, which is equal to the 
short-term rate for one year. If he holds the bond for two years 
and sells it at 96.349 at the beginning of the third year, he again 
makes exactly the same as if he had invested short for five per cent 
in the first year and six per cent in the* second year. Similarly, a 
person who bought this bond at the beginning of the second year 
at the price of 95.612, and sold it at the beginning of the thiKl year 
at the price of 96.349, would make the six p(T cent which was the 

^Cf. Keynes, General Theory j p. 168f.,^nd Williams, op. cit,, Chap. XX. 
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prevailing short rate in the second year. The formula 

Nominal interest rate + capital gain {or — capital loss) 
purchasing price 

always gives a return which is equivalent to what the investor would 
have obtained if he had invested ^nd reinvested at short term for 
tlie same time. Thus, as long as the long-term rate expresses the 
average of the future short-term rates, it does not pay to borrow 
short and to buy long-term bonds, even though the long-term interest 
rate (whether this be represented by the running yield or by the 
yield to redemption) may be above the short-term rate. Whoever 
engages in such a transaction will discover^ when he sells the bond, 
that he loses on capital account exactly what he thought to gain on 
interest account. There is, therefore, no mechanism which tends to 
make short and long rates equal. However, there is a mechanism 
which makes short and long term rates consistent with each other. 
Suppose the price of a bond were such that its yield to redemption 
were above tlic average of the future short rates for the time for 
^vhich the bond has to run; then it would pay to borrow short and 
buy the bond, l^his process would lower the yield of the bond until 
it became equal to the of the future short rates.'* 

II 

I 

The next .step in our analysis will be to introduce the costs of 
investment. Wc sliall proceed on the assumption that the costs of 

^Macaulay in dealing with the same problem reaches a very strange 
result Having postulated perfect forecasting' in the market, he says, “If in 
a tight short-term money market in which six-month obligations of the highest 
grade arc selling on a seven per cent per annum basis, a four per cent bond 
be selling at par, its price at the end of the six-month period must have risen 
to $101.50, if it is to show a return of seven per cent per annum for the six- 
month period. This, of course, means a fall in the 'yield' during the six months. 
To preserve the theoretical relationship between present long-term and future 
short-term interest rates, the 'yields* of bonds of the highest grade should 
fall during a period in which short-term rates arc higher than the yields of 
the bonds and rise during a period in which short-term rates arc lovrer.** 
(Op. cit., p. 33.) Macaulay admits that experience shows more nearly the 
opposite result, from whicli he concludes that the actuid forecasting done by 
the market U very had. It U, however, his own theorctioil deductions which 
are at fault. Under his assumption of correct forecasting, the initial price 
of 100 for a four per cent bond, when the rate in the short-term market 
is seven per cent, is only possible if the later short rates are going to be far 
below seven per cent. That is^to say, the opposite movement of short-rale 
and yield in the example is only temporarily possible. If the short rate is 
above the yield to redemption on a bond, this yield Will fall only under 
the condition that the average of the future ahon rates » below the current 
short rate. Therefore Macaulay's paradoxical conclusion that the yield of a 
bond has to fall if the short rate is above the yield^and vicp versa, is not 
Bubfstantiated. ^ 
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borrowing per unit of time arc the smallcrj the longer the time for 
which the money is borrowed. This assumption seems on the whole 
to be justified. As fat as bonds arc concerned^ the absolute' costs to 
be paid to underwriters and other middlemen do not vary with the 
length of the maturity of the bond, which means that the costs per 
unit of time arc the smaller, the'' longer the maturity." In the case 
of bank loans (where the costs of borrowing arc not separated out 
as such, but are included in the interest rate) tlic same assumption 
can be made, since the investigation of the borrower’s credit worthiness 
requires more or less the same procedure, and therefore tlic same 
costs, no matter for how long a period the loan is granted. 

The 'question now is* how do these co.sts of borrowing influence 
the relation of short to long rates? In order to answer this question, 
I shall,. as a first approximation, treat these costs (of running the 
banking business, underwriting, etc.) as a price which has to be 
paid to a third party (banks, etc.) simply and solely for the scivicc 
of brining lenders and borrowers together. If we arc to isolate the 
influence of the cost factor, we must assume that the rate of interest, 
once it is established in the market, will not change in the future. 
This assumption is necessary in order to exclude discrepancies between 
Ishort and long rates which may arise merely because it is known or 
expected that the sliort rates will rise or fall in the future (cf. Section 

I)^ ' ^ 

As a starting point, we may tliink of a situation where there is 
no shiftability, cither on the borrowers’ or on the lenders’ side. This 
means that an investor who invests long cannot withdraw his funds 
before the bond is redeemed, so that a person who has funds at his 
disposal for a shorter time than the bond has to run has no other 
choice than to invest in the short market. Nor can a borrower 
finance long-term capital requirements by borrowing short and con- 
tinually renewing the loan. In such a case the long and short rates 
(for the time being I assume only two maturities, "long” and “short”) 
arc independent of each other. It is very likely that In this situation 
the long rate will be above the rfiort, because there will be relatively 

"The costs of floating bonds do vary, however, according to the amount; 
borrowed. An invcBtigatlon by the Securities a^d Exchange Commission shows 
that they range between 9.2 per cent for issues of less than 250,000 dollars 
and 2.3 per cent for issues of 25,000,000 dollars and over. The reader may 
. introduce this factor in the follbwlng way: the "costs of borrowing ” ns we 
^ refer to them in the ^t^t, may be regarded as the minimum costs of bor- 
rowing, to which additions have to be made on the side of the borrower if 
he borrosv^ in «amountSi smaller than that to which the minimum applies. 
Just as additions have to be made for increasing degrees of risk. 
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few funds whose owners can part with them irrevocably for a very^ 
long timCj whereas the demand for long-term funds will be relatively 
large owing to the importance of fixed capital. By long and short 
rate in this connection we mea^ the rate which the lender gets (i.e. 
exclusive of the costs). The borrower's rate, which includes these 
costs, will be higher than this lender* s rate, and the short rate lela- 
tively more so than the long, i.e. the difference between the long 
and short rates will be smaller for the borrowers than it will be 
for the lenders. 

The demand and supply conditions in the two markets which 
prevail under the conditions assumed above (i.e. where there is no 
shifting) we shall henceforth call the ’'original distribution/* and ^ve 
shall generally assume that, for the reasons indicated, this distribution 
is such as to give a long-term rate which is above the short-term rate. 

Let us now introduce shiftability on the lenders* side. Shifting 
will take place from the short market to the long, since the lender's 
rate is higher there. In other words, those who have short funds 
to invest will buy bonds and sell them after a time. This" process 
will bring the long rate down. Moving in and out of the long 
market, however, entails special costs, consisting of a brokerage fee 
for the buying transaction and a brokerage fee plus a transfer tax 
for the selling transaction. These costs of shifting, expressed as a 
percentage per unit of timq of the funds lent, vary of course for the 
different “shifters” according to the length of time for which they 
have their funds available. Shifting will go on, then, until the lender’s 
long rate has been brought down to a level which is « above the 
lender’s short rate by an amount equal to ^c costs of drifting for 
what we may cajl the “maiginal shifter,’* i.e. the person for whom 
the costs of shifting per* unit of time are such that it only just pays 
to shift into the long market.® For all shifters from the short into 
the long market we have to distinguish between the gross long rate, 

^To give an example. Let uS suppose that the marginal shifter has his 
funds available for three months. If we assume a brokerage fee of $2 per 
$1,000 purchase price and a transfer tax of 40 cent^ then the total costs 
of shifting (covering purchase and sale) will be $4.40 on $1,000 for thrqp 
months, that is, 1.76 per cent per annum, and the lender's gross long rate 
must be higher than the lenders short rate by that amount. This figure is 
not quite accurate since the long investor has also to pay a brokerage fee 
(for purchasing), which mus9 be reimbursed as part of the interest rate he 
receives. Thus, strictly speaking, it 'is only the diSerence in the 
unit of time) of investing for the long lender and investing and dismvesting 
for the short Icndci' which has to be taken into account in calculating the 
effect of the costs of shifting on the gap between the lender’s long and short 
rates. However^ if take the period of long lending long enough we can 
neglect this rennment ^ 
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which includes the costs of shifting, and the net long rate, which 
excludes them. The net rate which the marginal shifter receives in 
the long market will be the same as he could obtain in the short 
market. A long investor who can stay in the long market until the 
bond is redeemed will, of course, receive the whole of the Icndcr^s 
gross long rate as a net rate, and" all those shifters who have their 
funds available for a longer time than tlic marginal shifter will re- 
ceive as a net rate less than the long investor, but more than the 
marginal shifter, depending on the length of time for which they 
have their funds available^ 

As far as the horroiver*s rates arc concerned, the long rate as 
well as the short rate will be above the corresponding leiidcr^s rates, 
owing to the costs of borrowing. In comparing the borrower’s long 
rate with the borrower’s short rate, we have to remember that the 
costs of borrowing short arc higher than the costs of borrowing long. 
But to the latter we now have to add the costs of shifting, which, 
as ,wc have seen, make the lender’s gross long rate higher than 
tlic lender’s short rate. Whether the net effect will be to make 
the borrower’s long rate higher than the borrower’s short rate de- 
pends on the magnitude of the costs of {^lifting and die time over 
which they have to be spread. In pmetice they arc not likely to 
be such as to raise the borrower’s long rate above the borrower’s 
short rate. * 

The analysis made so far has to be supplemented in two respects.^ 
In the first place we do not have only two maturities for which 
contracts can be made, but many more. This does not invalidate 
our previous conclusions^ but it makes it possible for lenders’ rates 
on some relatively long loans to be above the rates on shorter loans 
by less than the amount which corresponds to the costs of shifting 
between the relevant markets. Suppose, lor instance, that we have 
the following three maturities; short, medium and long, and that in 
the ’’original distribution” the rates ascend with the increasing length 

neglect the possibility that the borrowers too may shift. If, as is 
most likely, the borrower's short rate {s above the borrower's long rate after 
the shifting on the lender's side has taken place, nothing has to be added to 
the conclusions reached above. Shifting on the borrower's side from long to 
short ^uld not pay. Shifting from short to long would not pay cither, since 
the funds, when they w^rc set free in the borrower's enterprise as soon as 
the 'need for them had passed, would have to be lent out by him at the 
lowei^ lender's rate. If, however, the borrower's short rate were below the 
borrower's long rate, borrowers would shift from the long market to the 
short provided the costs of doing so were less than the difference between 
the two rates. The .effect of this factor would be to restrict the amount of 
diifting from tlvt short to the long market on the lendci^s side to smaller 
proportions than would obtain in the absence of shifting on the borrower's 
side. 
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of the maturity. Shifting will then take place from the jnedium into 
the Jong market, and from the short into the medium market^ until 
the Icndcr^s long rate is above the medium rate by the marginal ; 
cost of shifting from the medium to the long market, and the 
medium rate above the short rate by the marginal costs of shifting 
from the short to the medium iharkct. But the lender*s long rate 
need not be sufficiently above the short rate to make it pay to shift 
from the short into the long market,® Thus in the final adjustment 
the gaps between some of the rates may be less than the minimum 
costs of shifting between the two respective markets. 

Secondly, up to this point we have treated die banks as agents, 
the function of which is simply to bring would-be lenders into direct 
touch with would-be borrowers. However, the banks do more than 
^ that. They change shoitcr maturities into longer ones. Even though 
the funds of the depositors may be short funds, they are inves- 
ted by the banks in commercial loans with longer maturities or 
even 'in bonds. How does this shifting activity of the banks affect 
the rates for different maturities? Suppose that under a direct lend- 
ding system the funds of the marginal shifter into the long market 
WQuId be three-months funds and that all shorter funds would be 
lent out in the short market*. If these shorter funds arc deposited 
with a bank, the bank can shift part of them into longer maturities 
without incurring such high costs of shifting as the marginal shifter 
would incur in the ease of direct lending. This is because the bank,, 
since it can rely on the automatic replacement of one depositor by 
another, docs not have to disinvest in three months time. The result 
will be that the borrower's as well as the lender's rates on longer 
maturities will be ]ow'cr,lind the discrepancy between the short and 
long rates smaller, than if the lenders lent directly to borrowers. 
The owner of three-months funds will in consequence fall below the 
margpn of shifting and will have to become a depositor too. Shifting 
by lenders on their own account will not pay, unless they have their 
funds for a much longer time than was needed before the banks 
intervened. 

We may summarize the main points of the analysis as follows: 

( 1 ) The costs of borrowing make the borrower's short and long 
. rates higher than the corresponding lender's rates. 

(2) The costs of shifting tend to make the lender's long rate 

®Zt is, of course, possible to conceive of an "original distribution" in 
which the long rate is so high, and/or so few medium-term fundi are available, 
that it pays for the shortest funds to shift into the long market In this case 
the long rate would be above the w^dtutn rate more Uian the costs of 
shifting from the medium into the long market. 
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somewhat higher than the lender's short rate. There, can be no 
doubt that the costs of shifting alone prevent people with relatively 
short funds from investing in bonds, and induce them to leave their 
funds on deposit with a bank where they receive either no interest 
at all or else a much lower rate than they would receive in the long 
market. 

(8) Within each market the lenders obtain a netjrate which is 
the higher the longer the time for which tht'y have their funds 
available. 

(4) The costs of borrowing makq for a higher borrower's short 
rate than long rate. The coats of shifting for the lender, although 
they make for a higher long rate than short rate, arc not likely to 
be suffici'ent to raise the borrower’s long rate to equality with, or 
above, the borrower’s short rate. It is not possible to prove this 
accurately by reference to the facts For the difference between the 
rates on bank loans and the long-term rate (say on bonds) is not 
only dependent on the ccist factor, but also influenced by expec- 
tations as to the future course of interest rates, However, it seems 
safe to say that in “quiet” times, when there is no particular reason 
for the market to expect changes injlntcrcst rates, the customer's 
rates charged by the banks arc considerably above high-grade bond 
yields,® even if we add to these latter a percentage figure expressing 
the per annum costs of borrowing through the bond market. 

ar 

« 

In this section uncertainty and risk will be introduced, i.c, we 
shall assume that the future nfiovemcnt of interest rates is unknown, 
but that people have certain expectations about ' their movement. 
Kisk of default, however, will be excluded from the disaission; the 
only risk considered will be that associated witli cliangcs in interest 
rates. 

In order to investigate the influence of this risk factor, we shall 
here analyze the case where all members of the market believe it 
most likely (i.e. expect) that the interest rate will remain what it 
is and that the chance of a rise and the chance of a fall are even. 
This assumption allows us to Isolate the influence of the risk factor, 

^Cf. W. W. Rieflcr, op. cit., p. 67. The ch&rt given there, which shows 
that the yield on the average high-grade bond was from 1919 to 1928 (with 
the exception of a few months in 1924) below the average of the rates charged 
to customers by banks in the larger cities, is not an uniihpenchahlc proof, 
since the credit risk 'of the two scries may be different. However, the spread 
•seems to be widr enoug]^ to warrant our conclusion that the borrowers 
(Short mte is higher than the borrower's long rate. 



THE STRUCTURE OF INTEREST RATES 155 

because it excludes discrepancies between the rates which arc due 
solely to the fact that th6 members of the market expect the interest 
rate to rise or to fall. 

How, then, does the risk factor inHuence the equilibrium rela- 
tionship between the rates on vyious maturities? This question has 
been given two conflicting answers in the literature. Williams,** for 
instance, believes that long and short rates will be equal nndpr 
conditions. Hicks** thinks that the long rate will be above the short. 

Suppose that wc have maturities for all the various 

of time for which different investors think they have their funds 

available, and suppose further that in the “original distribution'* 

the rates arc higher tlte longer the maturities. Those who move 

into the latter have a chance that the return ' on their investment, 

nominal rate -I- capital gain or — capital loss , , , 

1 1- — - — : may be above what 

purchase price 

they can obtain in their “original’’ markets for the same period, 
but they also run the risk that tlic returrf may be below that figure. 
Consequently, if the attitude of the marginal shifter into the longer 
market is such that he weights the unfavorable chance more heavily 
than the favorable one, or in other words diat he demands a certain 
compensation for the risk of disappointment, he will not be satisfied 
with a rate in the longer market which is above the rate in his own 
market simply by the cost of shiftily. It follows that in ..equilibrium 
wc shall have a scale of rates which ascends with the length of 
the maturities more steeply than would be the case if we had the 
cost of shifting alone to consider. A detailed analysis of what de- 
termines the gaps between the yields on different maturities would 
have to follow the lines of the argument developed in section II, 
which may be applied to the effect c^f the risk premium just as well 
as to the effect of the .costs of shifting. 

The result just arrived at is, however, entirely dependent on 
our nsMimprinn about the “original distribution.” The essence of 
the matter is that an investor may ask for a risk premium whenever 
he moves out of his “original" market, no matter whether he moves 
into a shorter or longer market, because in either case the return 
which he will obtain in ijic market to vdiich he moves is uncertain. 
Therefore, if we assume qn “original distribution" in which the 
scale of rates descends, or has ups-and-downs, as we pass fohn the 
shorter to the longer maturities, we obtfiin entirely different results. 

*»J. B. Williams, op, clt., p. 341. 
uj. R. Hicks, op. clt, p. 168. 
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It is not legitimate, therefore, to conclude (with Hicks) that the 
effect of the risk factor, as such, must necessarily be, to make long 
rates higher than shorter ones. On the other hand, the view (of 
Williams) that the risk factor will be without effect on the rfclation- 
ship between the rates is correct oply provided the investors do not 
weight the chance of a Joss more heavdy tlian the equal chance 
of a gain.” 

IV 

In section I we laid down certain propositions as to the relation- 
ship between interest rates on various maturities under the assump- 
tion of complete foresight. If we were content to speak, as is cus- 
tomary, in the vague terms of “expectations of the market,” we 
should now only have to replace the word “foreseen” by the word 
“expected,” and could then repeat the propositions of section I 
funpliiied by the application of what has been said on the influence 
of the cost and the risk factors. However, this would be correct only 
if it could be assumed thaf all members of the market have identical 
expectations, Only then would it make sense to look upon the long 
rate as being fundamentally the average of the expected future short 
rates. We know, however, that the different members of the market 
seldom have identical expectations, and it is the analysis of this 
aspect to which We diall now turn. 

It will be helpful, in the first instance, to set out the method 
which a rational investor would have to follow ix\ deciding in which 
market (short or long) it pays for him to invest, (For the time being 
we assume that there are only two maturities.) An owner of funds 
will go into the long market if he thinks the return he can make 
there over the time for which he has his fund.s available will be 
above the return he can make in the short market over tlic same 
time, and vice versa. His estimate of the relative profitability of the 
two markets will be based on his expectations” about future interest 
rates and bond prices, and will be r^ccted in the price he is willing 
to pay for the long-term bond at the present moment. In the 
simplest ca.se he will determine this price by the following method. 

the analysis in the text we made hvo unrealistic assumptions, (1) 
that cvezybody knows exactly for how long he^has hts funds available and 
(2) that there arc maturities for all the diilerent lengths of time for which 
investors think they can invest. Howeycr, the main conclusions would not 
be materially altered, if we dropi^d these two assumptions. 

the remainder of the discussidn I shall, for brevity's sake, use the 
expression ^'expected” interest rate or bond price to denote the rate or price 
Which the persoiT uses lawmaking his calculation. It thus reflects the result 
both of the probability ^estimate and of the risk premium. 
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He will dhcoiint the price at which he expects to sell the bond at 
the date when he wants to disinvest (this price is dependent on 
what he anticipates the long rate will be at that date) and all the 
interest payments up to that time, back to the present moment, 
using as the discount factor for each year the short rate which he 
expects to prevail in that year. Vhis procedure gives him a bond 
valuation whibh he will compare svith the existing bond price in the 
market. If the latter^ is higher than the former, he will invest in 
the short market instead of buying the bond, since this relationship 
indicates that he can make more in the short market than in the 
long. If the bond price in the market is lower than his “subjective" 
bond price, he will invest long. If the two prices arc identical he 
will be indiiferent as between dtc long and short markets, since 
he expects to make the same in both.** In short, he is prepared to 
pay a price for the bond which is equal to or lower' than the price 
obtained by discounting all the future payments in the fashion de- 
scribed above. , 

This, however, w not the end of the matter. The fact that the 
discounting procedure just described may give <thc individual investor 
a “subjective" bond valuation^ which diverges from the current price 
in the market implies that the current long rate does not necessarily 
reflect the future short rates which that investor expects. Similarly, 
his expectations as to the future long rates need not be consistent 
with his expectations as to the future short rates. In Section I, when 
wc assumed accurate forecasting for everybody concerned, there was 
no need to distinguish between the two, since the course of long 
rates was auton^atically determined, once we assumed the course of 
future short rates to, be definitely kno\vn. In the pnsent case, how- 
ever, an investor’s personal exj^cctations about the future course of 
short rates do not necessarily commit him as to his expectations 
about the long rate, since the latter depends, not on what he thinks 
about the future short rates, but what the “market,” i.e. other people, 
think about them^ The individual investor, therefore, may quite 
reasonably form an opinion about the future long rate which is 
inconsistent with his opinion about future short rates. Prom this 
it follows that an invcstcijr, if he discounts, as above, the bond price 
expected at the end of his entire investment period plus the interest 
payments up to that time, and obtains a “subjective” bond value 

^^Since it is possible for a person to adopt a different attitude towards 
Tisk with respect to dillcrcnt i)ortions of his funds>t may be that an investor 
will invest part of his funds in the short market and part in the long. 
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which is below (or above) the current bond price, will not necessarily 
go into the short market (or the long market) now. 

There arc two main possibilities. First, he may expect that at 
some intermediate date the yield on the bond (to his personal dis» 
investment date) will fall below the average of the short rates which 
he expects to prevail from this intermediate date to the date of his 
final disinvestment. This means that he expects the bond price to 
be relatively high at the intermediate date. If the bond valuation 
obtained by discounting this price, along with the interest payments, 
exceeds the current bond price in the market, he will go into the 
long market now (with the intention of shifting into the short 
market later) . If it is below, he will of course go into the short market 
from the start. 

The second possibility is that the investor may expect the yield 
on the bond at some intermediate date to exceed the average of 
the shoit rates from that date onwards, i.e. he expects the market 
price of the bond to be aclatively low at that date. He will then 
contemplate going into the short market now and into the long 
market later. There will, however, be some price at which It will 
be worth his while to go' into the long iparket now instead of waiting, 

In order to calculate this price, he will discount the expected price 
at the contemplated buying date along with the interest payments 
up to that date, back to the present moment. If he were to buy 
the bond now at this price, he would make just as much as if he 
wc^nt into the short market first and waited till later before buying 
the bond* If the current bond price is below this **subjcctive” bond 
value, it will pay him to go into the long market now; if it is above, 
tic will invest short now, and go into the long market later. 

So we sec that for any pattem^^ of cxpcctatiohii the investor 
arrives at a “subjective^* bond value which constitutes the maxi- 
mum price which he is prepared to bid for the bond in the market, 
We can now proceed to our main task: the analysis of the effect of 
differences in expectations among the different members of the 
market. 

(1) We may suppose that, following a situation in .which there 
has been equality between the long and short rates, the expecta- 
tions of, most of the owners of fiinds change in the direction of • 

*1 

^ ^>^More complicated ^ cases such ai going into tho lohg market now, 
getting out later, and going in again still later, etc,, can be treated by the 
saxne method. They are, however, of minor in^portance in practice, since 
investors hardly ever hav<a sufficiently definite ideas to allow them to ]dan 
such complicated investment schemes. 
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rising interest rates. They change in different degrees for different 
persons. On the basis of the analysis given above, all those who expect 
such a rise will arrive at ‘^subjective” bond values which arc below 
the^ current price in the market. We may range the owners of funds 
in order of tlie bond prices whid;| they arc willing to pay, or, what 
is the same th;ng, in order of the yields to redemption (or long rates) 
which these “subjective” bond prices imply. All those who now 
demand “subjective” long rates which arc higher than the current 
Jong rate in the market will prefer to invest in the short market, 
their inducement to do so being the greater the wider the gap 
between their “subjective” long rate and the actual long rate. TTiis 
will lead to an increase in the volume of funds offered in the short 
market and a decrease in the volume offered in the long market, 
as compared with the situation from which we started. The effect 
will be to lower the short rate and to raise the long, the degree 
of the movement depending on the elasticities of demand for short 
ahd long funds, llie rise in the long rate will tend to check the 
movement from the long into the short market, since the higher 
long rate will now exceed* the “subjective” rates of some investors, 
thus wiping out their prefergnee for the short market. The long 
rate will rise until two conditions are fulfilled: (a) the supply of 
and demand for funds in each market are equal, and (6) all owners 
of funds whose “subjective long rates are higher than the current 
long rate arc in the short market. One amendment, however, \ must 
he made to the fore^ing exposition, Wc must suppose that the 
adjustment of the long and diort rates in the process of shifting 
funds from the long into the short market will cause some slight 
revision of the "subjective” long rates for two reasons: (a) because 
the current short rate, which is one of the discount factors entering 
into the calculation of the “subjective” long rates, goes dmvn, thus 
lowering the “subjective” long rates; and {b) because the expectations 
about the course of future short (and long) rates are likely to be 
affected. In which direction this second factor will work we cannot 
say a priori^ and consequently wc cannot make any definite statement 
about the direction in which the “subjective” long rates will be 
affected by the two factors combined. 

The following diagram illustrates the way in which the nc^v 
equilibrium is reached After expectations have changed. ON is the 
total volume of funds (assumed fixed) which is available for invest- 
ment in both markets together. is the demand curve for long 

funds and ^rawn with N as the originj is the*deniand curve 
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for sliort funds. Then in the initial situation, before expectations 
change, the long rate and short rate arc both equal to OB, and OL 
is invested in the long market and NL in the short. AA is what we 
shall call the “expectations” curve: it rci^rescnts the line-up of the 
“subjective” long rates which oojrrcspond to pcople*s expectations 
after the latter have changed. Now assuming that this curve remains 
unaltered throughout the process of adjustment, we see tliat equili- 
brium will be reestablished with the long rate OB*, the short rate 
OC', OM invested in the long market, and NM in tlic short market. 



And the spread between the long and short rates will have increased 
from zero to CB\ However, we must suppose that while the change 
in the rates is taking place, A A will tend to shift, and the final , 
equilibrium position will give a spread between the rates which is 
slightly smaller or slightly larger (according to whether the expecta- 
tions curve shifts to the right or to the left) than that arrived at 
on the basis of the original expectation^^ curve.^*' 

^ ^®The position of the expectations curve corresponding to the rate OC* 
would, let suppose, be A*A^, But this curve would again give 
difterent .interest rates OC* and 0-B^, and the latter would in turn react 
back on the expectations curve. All that we can say« then, is that in equilibrium 
the long rate wfll be soRie^vhcre between OB* and OB!^ and the short rate 
somewhere between OC* and OC®, ' 
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'The analysis above shows tlsat the final spread between the two 
rates will depend on two sets of factors. (1) The more clastic arc 
the demand curves for short and long funds over the relevant range 
the smaller will be the spread. (2) Broadly speakings the greater 
the number of investors (weighte/i by the volume of their funds) 
who have high ‘‘subjective” long rates, and the higher these rates 
arc, the more funds will be invested in the short market and the 
greater will be the final spread. More accurately, the spread depends 
on (a) the shape of the expectations curve (the steeper the curve 
over the relevant range, the greater the spread), and [b) the direction 
in which and the degree td which this curve shifts in response to 
changing long and short rates during the process of adjustment.^^ 

I can do no more than briefly indicate the results that are 
obtained if we assume the existence of more than two maturities. 
An investor will calculate a “subjective” valye,' on the basis of his 
expectations, for each of the various maturities, and if he expects 
a rise interest rates lie will obtain a higher value the shorter the 
maturity. This will give the result that if most investors expect 
rising interest rates in the future, the rates on those maturities of 
which the redemption date lies within the period during which the 
rising interest rates arc expected will ascend with the length of the 
maturities. In equilibrium all those owners of funds who expect 
the' rates to rise soon and/or to a large extent will have their funds 
in the sliortcr maturities, and all those who expect the rates to rise 
later and/or to a smaller extent will have them in the longer 
maturities.'* 

(2) There is no need to give a detailed analysis of the ease 
where “the market” expects interest rates to fall. The same sort 
of analysis could be applied as was used in case (1). In terms of 
the diagram on page 160 we should have an expectations curve 
which lay below BB over most of its length. With such a state of 

have not taken into account the possibility that the borrowers 
may also shift according to their expectations about future interest rates. How- 
ever, there is not likely to be much shifting on the borrowers* side in the 
situation analysed in the text. The borrowers, unless they have opposite 
ideas from the lenders about the future of interest rates, have no reason to 
shift Those who want fundslfor long-term purpose will, of course, have an 
additional incentive to borrow in the long market, if they think that the lopg 
rate Is going to rise. I'hose, on the other hand, who want' short-term funds 
arc hot likely to borrow long, no matter what they think about the future rates 
closer analysis, which is too lengthy to be undertaken here, would 
also liave to take account of the volume pf the securities outstanding (or 
the demand (6r fimdi) under each of the various nihruritles,* since thb factor 
will influence the size of the spread between the rates on those maturities. 
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expectations wc obtain a scale of interest rates which descends with 
the increasing length of the maturities. But two additional remarks 
are called for. First, borrowers may sliift from long to short bor- 
rowing, if they too expect a ,fall in the interest rates. This will 

tend to accentuate the discrepanc;^^ between the short and the long 
rates which is brought about by the behavior of the lenders. Secondly, 
it seems likely that the short rate cannot it^main above the long 
for such a lengthy period as the long rate can remain above the 

short. The reason is that in this case banks will feel more inclined 

to shift from the long to the short market, because the liighcr yield 
will here be combined with compliance with the traditional viewa 
about the greater liquidity of short-term paper, whereas the shift 
from the short to the long market contravenes the liquidity rule.*® 

(3) The diagram can also be used to show that wc may obtain 
equal intexest rates, not only if all members of the market expect 
the interest rate to remain stable^® (I am here neglecting the cost 
factor), but also if different mcm^sers have different expectations^ 
provided the distribution of the latter is such as to give an “expec- 
tations curve” which goes through tlic ppint P in the diagram-— 
an unlikely coincidence. 

|®In more general teims this means that, in addition to costs and. un- 
certainty, certain institutional factois also influence the structum of interest; 
rates. American banks lo6k upon Government bonds and notes with maturities 
up to live years as eligible for holding in their ''secondary reserve,*' This 
creates a strong demand lor such bond^ and wc may presume that this 
factor by itself makes for lower interest rates on investments with maturities 
up to flve years than those with longer maturities. (Compare the yields 
for 1938 on the chart on page 165, where a wide gap is observable between 
the yield on the five-year maturity and the yield on the next longer maturity.) 
English banks aim at keeping a certain relatively fixed percentage of their 
assets (the thirty per cent ratio) in the form of cash and short material. 
There is therefore a relatively fixed supply of funds whose owners arc not 
prepared to shift them into the long market, even if the rate there is higher. 
This makes it visible for the T^asury to cause the short rate to fall t»low 
tlw long rate, umply by curtailing, the issue of treasury bills. This discrepancy 
will last as long as the shortage of treasury bills continues, and it is one 
which cannot he explained in terms of expectations. Furthermore, *within each 
ci^tegory of short material^ the banks, for a variety of institutional reasons, 
look upon shorter maturities as being more liquid than longer ones. For this 
reason three-months bills are preferred to six-months bills in the commercial 
paper' and the bankers’ occeptances markets, and call loans to time loans 
to the stock exchange. The result is that the i^tcs are slightly lower on the 
shorter maturities toan on the longer maturities within the same category 
of sh^rt loans. To this rule there are only very rare exceptions. Apparently 
only if it Is practically certain that the rate on the sltortcr ■ maturities is 
^oing to fall (for instance, if bankers are sure that the offleial discount rate 
is going to be lowered) will the rate on 'the longer term bills be below the 
Vate on the shorter tcnn^)nes (as in England in December, 1929.) 

«Cf, pp. 147-8. 
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In this section we shall try to verify some of the propositions 
of Section I as amplified by what has been said in Sections II, III 
and IV. In order to simplify the terminology, we shall talk in terms 
of the “expectations of the market” The reader will be aware, from 
tlic analysis of Section IV, of the complicated relationships that are 
hidden behind this term. 

(1) We turn first to the movement of the interest rates over time. 
Although the fact that different people in the market hold different 
opinions about the course of the rates that may be expected to pre- 
vail in the future means that there is no precise sense in which wc 
can call the long rate an average of the expected future short rates, 
if remains nevertheless true that the long rate (or bond yield) is, in 
the complicated way described in Section IV, the outcome of the 
whole pattern of expectations of the members of the market as to 
the future short rates during the time the bond has to run. This 
still gives the result that the long rate cannot fluctuate as widely 
as the short rate. That the long rate is in practice more stable than 
the short rate is such a familiar fact as to require no statistical proof. 

The long rate can move temporarily contrariwise to the short 
rate, The long rate may fall *^while the short rate rises, provided 
“the market” thinks future short rates will be below the short rate 
from which th^ rise starts, and vice versa. Considering that “the 
market” docs not fom any very definite idea about future short 
rates which are still a long time ahead, we should not expect this 
to happen very often. Indeed, as a rule, the long rate is either 
entirely unaffected by changes in the short rate or else it moves 
very slightly in the same direction as th^ latter. A contrary move- 
ment of short and long rates is most likely to be found in con- 
nection with seasonal fluctuations of the short rate. The market 
knows that these arc > temporary, and if, for instance, a seasonal 
rise in the short rate impinges on a situation in which the general 
tendency is expected to be a fall in the rates, we may obtain such a 
contrary movement. This situation isecms to have prevailed in the 
' latter half of 1930 in London, when the market rate on three- 
months bank bills rose from 2.07’ per cent in September to 2.18 
per cent in November, while during the same time the yield on 
2}^ per cent Consols fell from 4.52 per cent to 4.27 per cqnt.*^ 
Since it was in the early phase of the depression, a general fall in 
the rates could be reasonably expected, despite the seasonal rise 
in the short market. Other instances of the same kind *C 2 lti be found. 

B^Thc figures cited are the inonthly averages. 
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(2) Wc turn now to the structure of yields on diR'erent maturi- 
ties at a given date. If nobody concerned has any reason to believe 
that the future short rates will be higher or lower Ulan the present 
rates, wc shall obtain approximately^® equal yields for di/Tcrent 
maturities. Such a situation is likely to occur at a time when busi- 
ness IS good without, however, showing any sign of a boom. 'This 
was approximately the state of affairs in 1927. The chart on p. 165 
shows that in May of that year Government bonds and notes, which 
for purposes of comparison have the advantage of being without 
default risk, show about the same yields for different maturities.*® 
(There scans to be a slight tendency towards lower yields 'for longer 
maturities.) Not ail yields arc exactly in line. There arc several 
reasons for this. First, Government bonds and notes are not treated 
alike with respect to tax exemption.*^ Secondly, the impression 
gained from studying the material is that the “aibitrage** in the 
bond market docs not work as perfectly as it docs, for instance, in 
the foreign cxcliangc ms^rket, so that a yield may be out of line 
for this reason alone*® Thirdly, the fact that it is not known for 
certain that (he bond will be redeemed either at the lirsl optional 
call date or else at the final maturity date (it may be redeemed 
at some date in between) may account for some irregularities. (Gf. 
footnote 26 below). But despite the influence of these factors the 
figures for the date wc have chosen in 1927 (as depicted in the cliart) 
arc very nearly on the same Ic^vcl. 

Wc shall have a line of yields descending continuously widi 
maturities of increasing lengths and then flattening out, if the short 
rates are expected to fall in the near future and then to reach a 
certain level where they will stay. Such a situation is likely to prc*< 

**Thc risk and coat factors make, as wc saw previously, for latcs which 
ascend slightly with the increasing length of> the maturity. However, the 
differences due to these factors are probably so slight in practice that they 
will always be overshadowed by the expectations factor. 

**ln conformi^ with the generally accepted practice, the yields are 
calculated to maturity, if the bonds are selling below par, and to the earliest 
optional call date, n they are selling above par. 

*^For instance, the First Liberty Loan per cent redeemable 1932-47 
shows a yield to the call date 1932 (against which year it is plotted in the 
chart) of 3.3 per cent, which is below the yields on the other securities 
redeemable at the same tune. This can be explained by reference to the fact 
that^ this bond is exempt from all surtax, ^whereas the otiicrs arc only 
partially exempt, / 

*®Thc high yield (3.8 per cent) on the Second Liberty Loan 4 per cent 
1927-42 (calculated to the call date and plotted against the year 1927 in 
the chart) b difficult to explain, considering the fact that the Second Liberty 
Loan Gonv^rtc^ 4, Vi pv cent 1927-42 with exactly the some tax features 
has a yield of only 3,4 ^er cent. 




Yields on United States government bonds and notes. 
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vail in a financial crisis at the top of a boom^ or what is believed 
to be the top of a boom. On March 26, 1929, there was a crash on 
the stock exchange. For this date we obtain an almost continuous 
downward movement in the yields for maturities of increasing Icngtiis, 
as can again be seen in the chart on p. 

In recent years we have had sf situation where future short rates 
(as well as long rates) were expected to rise, which ac(‘ounts for the 
fact that we have a series of yields which ascends with the length 
of the maturities. This is shown in the chart, which gives the yields 
for Government securities of various maturities on February 15, 1938. 
Any date in the last seven or eight years gives a similarly rising 
scries. The existence of these expectations at the present time is not 
proved by this ascending scale of yields alone. Direct evidence to the 
same effect is to be found in the financial journals, which arc full 
of warnings that jjrcscnt interest rates are unusually low. There is 
also evidence of the investment policy of' tlie banks, which arc 
reluctant to invest any sujbstantial proportion of their assets In bonds 
with distant maturities for fear of a fall in their value resulting 
from rising interest rates. Finally, there have been numerous issues 
of serial bonds where the bonds which fall due later bear a higher 
coupon rate than those which fall due earlier.*^ 

>^A glance at the chart shows tliat one yield (plotted against the year 
1947) is very much, out of IJnc, It is the yield on the First Liberty Loan 
Converted ^ 1 / 4 , per cent bond, call date 1932 and matiirily date 1947, which 
has a yield to maturity of 4.4 per cent, whereas other bonds (plotted against 
the smile year) have a yield of around 3.8^ per cent. As this irregularity 
persisted in the following weeks, it cannot be d\m merely to imperfect adjust- 
ment of the market. The real reason, I think, is this: the bond in question 
stood at 96 9/32, and its yield is consequently calculated to the maturity 
date. Hoover, It is clearly indicated by the whole xurve of the yields on 
on securities of different maturities that the market expected a fall in interest 
rates in ^ the near future* It was therefore likely that the bond would be 
redejuned before 1947 (perhaps as early as 1932), since its price was likely 
to rise above par before that date. (Much the same is 'true for the Fourth 
Liberty Loan per cent 1933-38, plotted against the year 1038 in the 
chart.) The other bonds whose yields are plotted against the same year 1947 
(with the exception of the First Liberty Loan per cent, which is free 
from all surtax) arc bonds which cannot be repoief before 1944 or 1946, so 
that the same argument does not apply to them. The rule according to 
which < we calculate the yield to the maturity date, If the bond is selling 
below par, and to the first optional call date, if it is selling above par, is 
somewhat arbitrary, and in some eases obviously docs not make sense. 

^^Gascs where the market’^ expects the interest rates^to rise first and 
then to fall later can also be found in the ifinpirical material, but 1 must 
omit them here for lack of space. 1. have described the **curvcs** of the yields 
on different maturities for only a few selected dates. If we were to trace the 
movements of the^ curves continuously through time, they would reveal 
how quickly, and in re^onsc to what events, the expectations of investors 
change. Such aq inwstimtion would thus be a contribution towards obtain* 
ing empirical material about the behaviour of expectation^ In a dynamic 
system. I hope to extend the investigation along theso lines at a later date. 
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VI 

The analysis of the relationship between long and short rates 
has a bearing on many problems^ practical as well as theoretical 
In the rc*niaindcr of this article we can deal with only four of them. 

( 1 ) If it is true that only changes in the long rate affect invest- 
ment, it seems to follow that thg discount rate can only influence 
investment if the discount ■ rate reacts on the long-term rate. Now 
one of the conclusions which can be drawn from the analysis in this 
article is that a change in the short rate will bring about a change 
an the long rate only if a general conviction is created that the 
short rate will remain low for a considerable time. Therefore the 
monetary authority has to create .such a conviction,*® if it wants to 
bring down the long-term rate and to induce more borrowing. 
Owing, however, to the fact that in the past, particularly under 
the gold standard, the discount rate was changed very often, partly 
with an eye to the external situation of the country, the public has 
become used to frequent changes in the short rate and is not in- 
clined to believe that a low level of short rates is going to persist. 
This seems Co imply that the discount rate should be altered as 
infrequently as possible. If this is not feasible, the central banks 
must try to influence the long rate directly, if they want to regulate 
investment. 

(2) An entrepreneur who considers whether to borrow capital 
or not is said to compare the marginal efficiency of capital with 
the interest rate. Which interest rate? An entrepreneur who wants 
to finance long investment has to compare the existing long-term 
rate with the average of the expected future short-term rates (plus 
the costs of re-borrowing) or, if expects the long rate to fall, 
with the average of the short rates for part of the time and the 
long rate for the rest of the time for which he wants to borrow. 
Whichever is the lower will be the one which he will set against the 
marginal efficiency of his capital or his expected profit rate.*® As 
the different entrcpi;encurs will usually have different expectations, 
they wyi base their action with regard to investment on different 
rates. There is, therefore, no such thing as **the” interest rate which 
keeps “the” entrepreneurs from expanding, unless we assume very 
stable conditions in which there is no reason for any entrepreneur 
'to think that the rates will change. 

(3) A wide gap between short and long rates may exert a 

WGf. Keynes, General Theory^tp. 203. ^ 

a»Gf. Breit, Bin Bcitmg zur Theorie dci Geld- und KapjtaJmarktes, 
Zeitsehrift fUr Nalionalbkonomie, 1935, p. 644. ^ « 
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considerable influence on the amount of new bori'owing that is 
undertaken. If the long rate is above the short, which implies an 
expectation that the long rate will rise, borrowci's will try to borrow 
long in order to take advantage of the particularly low rate. The 
lenders, among them the banks, have an opposite interest: they 
prt‘icr shorter maturities in this situation. It may therefore be difficult 
to float long-term securities. There arc, however, several ways out 
of this difficulty. One way would be for the borrowers to shorten 
the maturities. Apparently for this reason, the British Treasury did 
float its Defence Loan of 1937 in the form of bonds with the com- 
paratively short maturity of seven to ten years, and still more re- 
cently (January, 1940) a Conversion Loan has been announced 
with only three to five years to run. 

The same problem exists, probably in even greater degree, with 
n‘gard to flotations by corporations, and the difficulty may possibly / 
be accentuated by the fact that the corporations have to make use 
of investment houses. The latter may be reluctant to float bond 
issues, either because they arc afraid that the interest rate will have 
risen before they have sold ffic whole of the issue, or l^ccause they 
kre anxious to avoid disappointing important customers (c.g. in- 
stitutional investors), who may suffer loss because the interest rate 
rises after the bonds have been sold to them. Here again a short- 
ening of the maturities would facilitate borrowing operations. How- 
ever, in view ^ of the high costs of borrowing, corporations cannot 
adopt this procedum so easily as a government can.“® Corporations 
have, therefore sometimes used different methods to adapt their 
flotations to the situation where the interest rate is expected to rise. 

First, as has been mentioned before, there have been many 
cases of serial issues where the bonds which fall due later bear higher 
interest rales than ffiosc which arc due earlier. By issuing these 
serial maturities the corporation accommodates lenders who do not 
want to invest in long-term securities. At the same time it is enabled 
' to take advantage, in some measure, of the low rates prevailing for 
shorter maturities, and to "spread” the costs of borrowing. Secondly, 

^®Bcforc the last war, particularly in the nineteenth century, govem- 
I ments and corporations Bometimes floated perpetual bonds or bonds with 
^ maturities of a hundred years or longer. Nowadays a government or corporation 
' would hardly issue such bonds. This is no doybt the effect of the increase 
in uncertainty about future economic developments (including the course of 
interest rates). Such an increase in uncertamiy necessarily makes perpetual 
bonds, nnd bonds with very long maturities, unpopular with the investor. 
The shortening; of the maturities is a method oy which the capitalistic system 
adapts Itself to the condltioii of greater uncertainty which has prevailed dnee 
the last war. ^ \ 
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recourse can be had to the practice^ so far not very common, of 
issuing securities \vith variable interest rates, Such issues are made 
attractive to the lender by a rising nominal interest rate which will 
protect him against a loss (or at least reduce it), if and when the 
long rate in the market rises. 

(4) The analysis of this article has shown that the relationship 
between interest rates on different maturities is determined in the 
main by the expectations as to the future course of interest rates. 
According to the *iiquidity theory of interest,” it is the degree of 
liquidity of securities .with different maturities which determines 
this relationship. The most liquid asset, money, docs not bear in- 
terest. Securities, being less liquid than money, bear an interest rate 
which is the higher the longer the maturity, since the danger of a 
capital loss due to a change in the interest rate in the market is 
supposed to be the greater (and therefore liquidity the smaller) 
the longer the security has to run. We know, however, that the 
short-term rate can be above the long-term rate, a fact which does 
not seem to fit in very well witli the liquidity theory of interest. 
It is not possible to get out of this difficulty by calling a situation 
in which the short rate is above the long an exception, and ascribing 
it to the ” technical conditions of the market” in times of financial 
crisis. The .short rate is too frequently above the long, and often 
stays above it for too long a time, to warrant such a statement. In 
London, for instance, the short rate was above t)ic long rate for 
nineteen months from the end of 4919 to the middle of 1921, and 
for eleven months in 1929. Before the War of 1914-1918 there arc 
apparently” times where the short rate was above the long rate 
for even longer periods,, and the long rate cannot be said to have 

'^^For instance, R. H. White Co. of Boston recently executed a note for 
li5 million dollars, payable in twenty years, to the Prudential Insurance Go., 
for which the interest rate was as follows: 4 per cent for the first ten years, 
4}4 per cent for the next five yean, and 454 per cent for the last five years. 
(Commercial and Financial Chronicle, Adontkly Bank and Quotation Record, 
March, 1939.) . ^ 

^^Thc Research Department of the London School of Economics has 
collected material on short and long rates in London, back to the year 1825. 
However, in this material the short rate is represented for the period before 
the War of 1914-1918 only by the rate on the first Friday in the month, 
whereas the long-term rate is the monthly average of the daily yields on 
Consols. The reader has to«kecp this in mind in appraising the followi^ 
statistics. (In order to reduce the error I have eliminated from the series 
those months in which the two rates are relatively near to each other.) 
Between 1825 and 1938 the long rate was above the short in 764 months, 
whereas the short was above the long in 580 months. If we deduct from the 
first figure the months of the last years (which have no counlerpart in previous 
times), the long rate was above the short in 67 7^1 months^ The 580 months 
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shown a tendency to stay more often and for longer periods above 
the short rate than the short rate above the long. 

If we can bring ourselves to adopt a rather unusual yet logical 
definition of the term liquidity, we can still say, in spite of these 
facts, that the degree of liquidity determines tlic relationship between 
the rates on different maturities. Qnc asset is said to be less liquid 
than another because the danger of a loss seems to be greater in 
case it is sold. Now if the owner of an asset thinks that he has a 
good chance of making a gain when he sells it, it seems to be logical 
to attribute a particularly high degree of liquidity to this asset. In 
times, therefore, when an investor experts the interest rate to fall, 
we should have to say that he regards securities with longer maturities 
as more liquid than those with shorter maturities, and is consequently 
prepared to take a lower rate on the long ones than on the short. 
Provided we adopt this terminology, we can say that the degree of 
liquidity of securities of different maturities, as understood by the 
marginal lenders in the different markets, determines (together with 
the cost factor) the rclatibmhip between the interest rates.”® 

can in cither case hardly be called an exception. The longest time for which 
the short rate was without interruption above the long is 42 months, and 
penods of more than 20 months are not infrequent. If we again exclude the 
current period, we find that the longest thne over which the long rate was 
above the short was 44 months. 

money then falls out of line. For, ns far as its degree of 
liquidity is Concerned, it would range below securities which give a chance 
of a capital gain; all the same, the latter bear interest whereas money docs not. 



CHAPTER XI 


> Mr. Keynes’ “Genergil Theory of Employ^ 
ment, Interest and Money”* 

A. P. LERHER^ 

In an vnportani book lecenily published Mr. Keynes has attempted 
to solve the general problem of variations in the volume of output 
and employment. As the book is largely an attack on the adequacy 
of the existing oithodox economic theory as a means for handling 
the problems of fluctuations tn employment, trade cycles, and the 
like, it IS clear that it has an important bearing on many of the 
questions which are at present in the fqjrefront of the interests of 
the International Labour Organization. The argument, however, 
ivhich deals primarily vihh questions of theory and only in the second 
place with the application of this theory to practice, is by no means 
easy to follow, partly from the intrinsic nature of the subject, partly 
from the highly specialised terminology employed. The Office has 
therefore thought that many readers of the Review would welcome 
an account in simpler terms of the main argument of the book. This 
IS the purpose of the following article, whose author is thoroughly 
familiar with Mr. Keynes* writings. It should be added that the 
article has been read in manuscript by Mr. Keynes himself, who has 
expressed his approval of it. 

T he object of this article is to provide as simple as possible an 
account of the most important line of argument that runs through 
Mr. J. M. Keynes* book The General Theory of Ufiemployment, 
Interest and Moncy,X so thatj except perhaps in some details of presen- 
tation^ it contains nothing original. I have endeavoured^ where pos^ 
siblc^ to follow the traditional use of language more closely than Keynes 
docs^ as I have found that this renders the argument both more 
intelligible and more acceptable to those who are not familiar with 
the oral tradition of Cambridge. While necessarily simplifying the 
argument considerably in order to be able to encompass It in an 

^International Labour Review, October 1936. Rq>rinte^ the courtesy 
of the International Labour Office and the author. * 
tLondon School of Economics. 
fMacmillan^ 1936. 
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article of appropriate length, I do not think I have left out anything 
fundamental. In discovering what are the points in tlie argument 
or its presentation at which students arc liable to jib, I have learnt 
much from innumerable discussions with economists and students 
in London, Cambridge and Genev^ and of these certainly the most 
helpful was Dr. Gottfried Habcrlcr, who has been working towards 
similar results along a quite difTcrent route. 1 must add that I 
would certainly not have been able to attem])t this task wi‘re it not 
for the time I spent in Cambridge in 1934-35 while Leon Fellow 
of the University of London. 

Keynes wishes sharply to distinguish his own system from wliat 
he calls the “classical” economics. By that he means the orthodox 
body of doctrine, first conceived in fairly complete outline by Ricardo, 
and developed by almost all economists of rt'pute fi*om that time 
on, bodi in England and elsewhere, which finds its present culmina- 
tion in the works of Pigou. Keynes is so kc(m on making clear the 
difference between the classical and his own s(*hcnie that he i)crliapK 
over-emphasiscs it, willingly taking this risk in order to be certain 
of avoiding the other error, which he (’onsiders mon* dangerous, of 
permitting a rcadei W overlook the revolutionary natirn^ of tlie change. 
He has no patience whatever for the interpreter who would try to 
read Keynes* views into the classical writers, lliis is not at ail — 
as is frequently suggested — because that would diminisli his claims 
to originality (in fact I believe he Ls over-generous in his estimate 
of how near the Mercantilists and'' the Monetary Cranks were to 
his thesis) but because he is convinced that such indcntification js 
.made plausible only by obscurity. Keynes tlicrcforc complains tliat 
“Those who are sufficiently steeped in the old point of view simply 
cannot believe that I am asking them to step, into a new pair of 
trousers, and will insist on regarding it as nothing but an embroidered 
version of the old pair that they have been wearing for years,”’ 

I have insisted at some length on this because it helps to explain 
the extraordinarily psychological resistance to Keynes* new argument 
that is always displayed by classical economists. (I shall use this word 
throughout in Keynes* sense.) 

It is this psychological resistance that so frequently leads people 
to reject a proposition of Keynes* as a paradox and then to turn 
Uneasily and, almost in the same breath, to scorn it as a platitude. 
'”It*s absolutely wrong** — ^**we all know that before!** 

The last sentence in Keynes’ preface reads; “The difficulty lies, 

^Eehnomicaj Nov. 1931, p. 390. % 
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not in the new ideas, but in escaping from the old ones, which 
ramify, for those brought up as most of us have been, into every 
corner of our minds.” I would like to underline that sentence. 

Keynes is concerned with the problem of unemployment. The 
classical view is that in the absence of State interference or other 
rigidities, the existence of any unemployment will have the effect of 
lowering wages. 

This follows immediately from the definition of unemployment, 
for any man who is not in employment but who docs not try to get 
work at a lower wage is no more considered to be unemployed than 
the man who refuses to work overtime or on Sundays. At the current 
wage he prefers leisure to employment He may be idle but he is 
not unemployed — at any rate he is not involuntarily unemployed. 
If he really wanted to work, if he were really unemployed, he would 
offer himself at a lower wage and this would reduce the level of 
wages. Unemployment is incompatible with equilibrium. 

The reduction of wages, the argument goes on, will make in- 
dustrial at tivity more profitable so that business men will employ more 
people. As long as there is ar^ unemployment wages will fall, and 
as long as wages fall profits rise, and as profits rise employment 
increases until all the unemployed are absorbed in industry and we 
have equilibrium and no more unemployment. 

Unemployment can therefore persist only if the State, or the 
Trade Unions, or some other institution prevents the unemployed 
from offering their services at lower wages and so from setting in 
motion the automatic mechanism which leads to equilibrium and 
full employment. What is necessary, therefore, is simply to remove 
the rigidity and allow the unemployment to liquidate itself by re- 
ducing wages. 

Keynes accepts neither the definition nor the argument. Like 
the classical economists he is concerned only with involuntary un- 
employment, but he defines as involuntarily unemployed a man who 
would be willing to work at a lower real wage than the current 
real wage, whether or not he is willing to accept a lower money 
wage. If a man is not willing to accept a lower real wage, then he 
is voluntarily unemployed^ and Keynes docs not worry about him 
at all. But there are millions of people who on Keynes* definition 
are unemployed but who fall outside of the classical definition of 
unemployed, and these provide one of the most pressing of modern 
social problems. These arc willing to work fof less tHan the current 
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real wage — they would be willing to work for the rurr«'nt money 
wage even if the cost of living were to go up a little— yet tlu'y cannot 
find jobs. What determines the number of people in a society ^vho 
find theimclvcs in this position? Or to put the qu(jstion the other 
way round, what detennincs tlie number of people who do find 
employment? The object of Mr. Keynes* book is to indicate the road 
leading to the answer to this question. 

The classical refusal to consider these men as really involuntarily 
unemployed resolves itself into a recipe for finding them employment. 
They have only to agree to accept lower wages and they will find 
work. Keynes objects to tliis procedure of economists on two separate 
grounds. His first objection is on the practical ground of the useless- 
ness of tendering advice that one knows will not be accepted, even 
if it is sound advice. It is time for economists who wish to give 
statesmen practical advice to rcalirc that money wages arc sticky 
— that workers will, in fact, refuse to reduce money wages. 

But Keynes* main obj^ictioii consists of a denial of tlic tlicory 
which is put forward as an excuse for the treatment. If money wages 
arc reduced it docs not follow that there will be any increase in 
employment. A general reduction of wa^s will reduce marginal costs, 
and competition between producers will reduce prices of products, 
Equilibrium will be reached only when prices have fallen as much 
as wages, and it wUI not pay to employ more men than in tlic 
beginning. The workers, who arc able to make agreements with 
their employers about their money wage, cannot adjust their real 
wage. If they could reduce their re^l wage more would be emjiloycd, 
but they can only attempt to reduce their real wage by reducing 
their money wage at the existing price level. This, however, only 
brings about a proportionate fall in prices so that they arc jin fact 
not able to vary their real wage. That is why tlicir unemployment 
is involuntary even if they refuse to accept a lower money wage. For 
that wuld rfot have the desired effect of reducing the real wage an^ 
increasing employment — ^it would merely remove a certain stability 
of prices. 

It has hardly been disputed that a cut in money wages, by 
reducing costs, will have some tendency to reduce prices, but it re- 
mains to he shown why prices should frfll proportionately to the 
reduction in money wages so that there is no fall in the real wage 
and so no increase in employment in the manufacture of consumption 
goods. (Employment in investment industry depends on other factors 
considered belofr. Fpr the time being this is taken as given.) 
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Whether this will be the ease or not cannot be decided at all by 
looking merely at the effect of the wage cut upon It is neces- 
sary to consider the effect of the wage cut upon demand; whether 
directly or whether indirectly through tlic change in employment 
that might be initiated by the fyst impact of the wage cut. Until 
we bring this into the picture we have not sufficient data to be able 
to deride what the result must be. 

This has made it possible for one eminent economist to argue 
that a cut in money wages will increase employment, and for another 
eminent economist to ai'gue that a cut in money wages will not in- 
crease employment. The first U able to show that his thesis is con- 
sistent with the cost conditions; for with a larger volume of employ- 
ment — with more labour applied to the given productive equipment 
of society — the iqarginal productivity of labour is less, marginal costs 
arc higher relatively to wages; prices (which, with the same degree of 
imjicrfcction of competition, must in equilibrium bear the same ratio to 
marginal costs) arc also higher relatively to'wages, so that the workers 
by cutting their money wages have been successful in reducing their 
real wages. The second is also able to show that bis conclusions 
are consistent with the cost c;pndition8; for if there is no increase 
in employment, marginal costs will fall as much as wages, and prices 
have to fall in the same proportion as costs, so that there is no 
change in real wages. Further, each economist is able to accuse the 
other of assuming his conclusions, ^and then each can complain of 
the pot calling the kettle black. So that we have an infinite regress 
but no answer to our question. 

The necessity of bringing in the demand side is seen even more 
clearly if we suppose for a moment' that wages arc the only item 
that enters into marginal costs and that marginal costs arc constant. 
In this ease there is no inverse relation between employment and 
real wages. If wages are cut, marginal costs fall in the same proportion 
as wages whether there is an increase in employment or not. There 
will be no fall in real wages, but that tells us nothing about the 
volume of employment. To get the answer to our question we have 
to consider the effects of the wage cut on demand, direct as well ‘ 
as indirect. I ^ 

The essence of the analysis whereby Keynes obtains the result 
that there will be no change in employment comes from a con- 
sideration of demand conditions. If there is initially an increase in 
employment — and, since employers very often think that a wage cut 
is a good thing, « this impact effect is very ^ likely — the demand con- 
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ditions will be sucli as to bring about losses which tend to induce 
the entrepreneurs to curtail employment until the previous equilibrium 
level of employment is restored. Similarly, if the impact cilcct is to 
reduce employment, this will bring about profits whicli induce entre^ 
prcncurs to raise employment to tlys previous level. 

The losses that accompany an increase in employment in the 
manufacture of consumption goods arc due to the tendency of people, 
whose income is increased, to increase their expenditure by less than 
the increase in their incomes. This means that the increase in revenue 
from the sale of the larger output of consumption goods is less than 
the Increase in the outlay on their production so that there emerges 
a net loss. This loss may be mitigated, but not entirely escaped, by 
the withholding of stocks with die intention of selling them at a 
more propitious moment, but this procedure, while diminishing losses, 
has the effect of building up superfluous stocks. The losses and die 
accumulation of stocks both tend to reduce employment, and these 
forces must persist and accumulate as long as employment remains 
above the equilibrium level. The whole of this phenomenon is re- 
served for the case where the initial effect of the wage cut is to 
diminish employment, , 

We must now consider how all this works if items other than 
wages enter into marginal costs. Where this is the case these other 
items arc payments for the use of productive resources which, in the 
short period, are fixed in supply, .This is because they accept what- 
ever diey can get, their reward failing relatively to wages until all 
those that are of any use whatever are employed. 

If, then, wages arc rbduced, the attempt to substitute labour for 
these other productive resources will increase employment and may 
reduce the earnings of these resources. As long as these earnings have 
not fallen in the same proportion as wages, costs and prices will not 
have fallen as much as wages but will have fallen more than the 
rewards of , the other productive resources. Real wages will be lower 
while the real reward to the other productive factors will be greater. 
More men will be employed, and the total real income will be greater; 
since with more men employed bn the given resources a greater real 
product is forthcoming. The aggregate real^incomc of the other pro- 
ductive resources is increased, since the quantity employed is un- 
changed and the real rate of reward is increased. The aggregate 
real incomci of labour may be greater or less than in the beginning, 
according as the increase in employment is greater or less than the 
reduction in the real wage. ^ 
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As long as this situation remains, prices have not fallen as much 
as wages have been reduced; and the workers have been able to 
reduce their real wages by reducing their money wages and thus 
to increase employment. Such a position cannot be expected to per- 
sist, but contains within itself fo^es which will still further reduce 
the rewards of the factors other than labour until costs and prices 
have fallen proportionately to wages^ and real wages and employment 
arc back again at the original level. 

In the situation we have just described total real income is greater 
than in the initial position, because more men applied to the same 
equipment produce more goods. There is an increase in the total 
real costs of the consumption enterprencurs exactly equal to this 
increase in real income (since the incomes of the factors of produc- 
tion arc the costs of the entrepreneurs). Out of this extra income 
some will be saved, so that the total receipts of consumption entre- 
preneurs increase (in real terms) less than their outgoings. Entre- 
preneurs make losses which cause them* to restrict their (output 
and) demand for productive resources. This goes on as long as 
more men arc employed than in the initial equilibrium and as long 
as the real reward of the productive resources other than labour 
is greater than in the initial position. These two phenomena dis- 
appear at the same time, since the tendency to substitute labour for 
other productive resources, which led to the increase in employment 
in the first place, disappears just at, the point where the real reward 
to the other productive factors has fallen in the same proportion 
as prices and wages. A new equilibrium is reached only when em- 
ployment has gone back to its original level and the reward of the 
other resources has fallen to their old real level. This will only be 
when their prices have fallen in the same proportion as wages. As 
long as these have fallen only in a smaller proportion than wages, , 
prices will be higher than before relatively to wages and lower than 
before relatively to the reward of the other productive resources, and 
the disequilibrium described will continue. 

In a longer period it will be possible to increase or decrease the 
supply of productive resources other than labour by varying the 
application of current factors of production to their manufacture, 
so that the above argument, which rests on the fixity of supi^ly of 
productive resources other than labour, would not apply. But there 
will be nq inducement to vary dieir supply since their price, deter- 
mined in the longer period by their cost of production, will have 
varied in just the same proportion as wages. There is therefore no 
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point in departing — except as a temporary mistake — from the initial 
level of employment. 

This docs^not mean that a reduction of money wages may not 
have all sorts of indirect influences which ultimately react on the 
level of employment There will be jjffccts on the demand for money, 
on the rate of interest, on entrepreneurs* expectations of futuie 
prices or rather of the relation of these future prices to present costs, 
on the distribution of wealth and spending — all these and otlier 
influences will have an effect on the number of people that entre- 
preneurs consider it profitable to employ — but these work in divergent 
directions and some of them only after a considerable interval, so 
that nothing can be said as to the effect of the sum of these influences 
on unemployment as a result of a reduction in wages until a com- 
plete set of assumptions has been provided as to the form and 
strength of these influences. Before we have all this information we 
must either assume them to cancel out and say that there is no 
effect on employment, or •else, if we wish to be more realistic, we 
must say that what happens to employment if money wages arc 
reduced will depend upon other conditions, so that employment 
might go either up or down. Anything might happen. Tlicrc is no 
simple rule such as the classical economists envisage relating the 
level of employment to the money wage. 

If the level of employment is not affected in any simple way 
by the monfcy wage, what is it that docs detciminc the amount of 
employment? Before answering this question it is useful to contem- 
plate some very simple equations. 

The income of the whole society is earned by the members of 
the society in producing either consumption goods or other kinds 
of goods. We call these other goods investment goods. This gives 
us our first equation. The total income of society (Y^ is made up 
of the income earned in making. consumption goods (C) and the 
income earned in making investment goods (I). Y =: G -f- 1. 

Now C, which stands for income earned in making consumption 
gbods, must also stand for the amount spbnt on buying consumption 
goods, since these two arc in fact the same thing. (Similarly I stands 
also for the amount of money spent oif investment goods). The 
aggregate amount of saving in any period (S) is defined as the 
excess of aggregate income in die period over the expenditure on 
consumption goods. This, the almost universal definition of Saving, 
gives us our second eqWion S = Y — C (Definition). 
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From these two equations it follows that saving must always be 
equal to investment. S = I. 

This appears rather peculiar to many people when they first 
meet it, since there is obviously no mechanism whereby any individu*^ 
aPs decision to save causes somebody to invest an exactly equal amount. 
Mr. Keynes has ineradicably impfessed that upon the mind of every* 
one who has read his Treatise on Money, And of course Keynes was 
right in this. Yet there is no paradox. # 

It is perfectly possible for any individual to save more without 
investing more himself. The proposition applies only to aggregate 
saving and investment. Neither is it necessary that aggregate invest- 
ment should increase whenever any individual decides to increase 
the amount that he saves. This would be so if an increase in an 
individual’s saving left unchanged the amount saved by all other 
individuals together, so that it always meant an increase in aggregate 
saving. But we cannot assume that, because the individual must de- 
crease his expenditure on consumption gqods to the extent that he 
increases his saving. This diminution in C (if others have not changed 
their expenditure on consumption goods) diminishes Y (by dimini^* 
ing the income of those who sell consumption goods) and therefore 
leaves (Y — C), which by definition is S, the same before. Others 
have saved as much less as he has saved more, so that aggregate 
saving is unchanged and equal to the unchanged I. If there is. no 
change in I there can be no change in S. 

Individuals deciding how mucH to spend out of their incomes 
seem to be able to decide how .much to save, and if we consider 
one individual in a large society, this has sense, because the effect 
on his own income of an individual’s expenditure on consumption 
goods can be neglected. But if we take society altogether and neglect 
the effect of changes in expenditure on total incomes, we naturally 
get into trduble, for we are then making the contradictory assump- 
tions (<7) that when people save more they spend less on consumption 
goods and (b) that the people who sell consumption goods do not 
receive any less. And nobody expects to get sensible results by de- 
duction from contradictory assumptions, not even those who are most 
scornful of the canons of J||bourgeois” logic. 

The classical view that an individual, in deciding to save more, 
increases the aggregate amount of saving (S), can be supported 
by another argument which docs not, at first sight, appear to be quite 
\ as illogical as that just given. We must leave ^is however until we 
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have examined the classical theory of the determination of saving 
and investment and the rate of interest. 

A more common-sense objection to the proposition that saving 
and investment must always and inevitably be equal to each other 
is to be found in the query whctlicr the identity of these two cannot 
be upset by hoarding. In the ease' of any individual it is clear that 
there is no need for his saving to be equal to his investment. When 
an individual saves more than he invests he is said to hoard the 
difference. Why cannot society do the same? And if society hoards 
(or dishoards) will that not make saving greater (or less) then 
investment? 

We must note more carefully what is meant by "hoarding”. 
Our individual who invested only a part of his saving was left with 
the difference in cash. His store of money has increased and it is in 
fact this increase in his store of money that is his hoarding. Any 
individual who saves more than he invests in any period increases 
his holding of money by the difference. Any individual who increases 
his store of money in any period must have saved more than he 
invested in the period by just that amount. 

The question "Can the society }>oard?’* means^ then^ nothing 
else than "Can society increase ite store of money?” This will depend 
upon whether the monetary authority has increased the amount of 
money in the society during the period we have been considering^ 
or whether it has not. 

If the monetary authority does not increase the amount of money 
it is impossible for the society to hoard. If any individual hoards 
other individuals have to dishoard to the same extent^ for it is im- 
possible for anybody to increase his store of money without somebody 
else diminishing his store of money as long as the total store is 
unchanged. There cannot therefore be any net hoarding (or dis- 
hoarding) by all the members of the society taken together^ so that 
there cannot for the society be any excess of saving over investment 
(or of investment over saving) .8 = 1. 

If the monetary authority docs increase the amount of moncy^ 
then there not merely can be net hoarding by the whole society^ 
but there must be net hoarding exactly equal to the increase in the 
society’s holdings of money. This does dot mean that there is any 
divergence between saving and investment. There is indeed an excess 
of saving over investment by the individuals who arc left with the 
extra money that has been put into the society and which must be 
in 5omebod/s*hand3.fBut this is exactly balanced by the expenditure 
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of money by those individuals who borrowed the extra money from 
the monetary authority (the banks). These borrowers were enabled 
by the banks to consume or to invest out of borrowed money that 
was not part of their income. In so far as they spent the money on 
consumption this constituted negative saving which has to be sub- 
tracted from the excess saving by the hoarders. The rest of the bor- 
niwed money is invested and provides the investment that balances 
the excess saving and shows again the inevitable equality of saving 
to investment. We always get back to this really very obvious if not 
very informative bit of arithmetic. It only appears strange or sus- 
picious because of the habit of looking at the saving from the point 
of view of the individual who has got his income and is wondering 
whether to save it or not. He is naturally unable to see the whole 
social process. Our suspicions should vanish when we realize that 
all that the proposition says is that the excess of total income over 
income earned in making consumption goods is equal to the income 
earned in other ways. ^ 

What wc have done now is to replace the suspect proposition 
that S = I by the 'even more suspect proposition that It is impossible 
for a society to hoard if the banks do not increase the amount of 
money. Docs this imply that everything that has been said in Gc6nomic 
discussions about the effects of hoarding is sheer nonsense? 

This is of course not the case. The trouble arises from a confusion 
of two meanings of ^'hoarding**. When people consider, say, the 
deflationary effects of hoarding they are talking sound and important 
sense. But if they are to use the word ^'hoarding*^ in the sense we 
have used it so that it indicates an excess of saving over investment, 
they should speak of the deflationary effects of '^attempts to hoard*’. 
These effects are of the utmost importance. They involve a reduction 
of prices, of profits, of employment, of incomes, of prosperity generally 
and of many concomitants of these. But they do not involve an 
increase in hoarding — in our exact sense of increasing the money 
held — unless the amount of money is increased. It is only saying 
the same thing in other words to show that an attempt by people 
'to save more than they invest will diminish consumption and in- 
comes and employment, etc., but will never succeed in making saving 
greater than investment. 

We s6e then that decisions of income receivers as between spend- 
ing and saving do not affect the aggregate volume of saving but 
do determine the size of both income and consumption. The difference 
between them, which is the amount actually® saved," is determined 
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by those who decide the size of 1 (which is equal to the excess of 
'income over consumption because it is that part of income which 
is not earned in making consumption goods) . 

If wc have given the size of we can say that Y is dctennined 
by the propensity to save. If we suppose that the amount people 
save depends only on the size of their income, and that it increases 
with the size of income, we can see that income must be at that 
level where the amount people wish to save is equal to I. 

As long as income is below this level people will wish to save 
less than is being invested, j.c« they will want to spend on consump- 
tion goods more than is being earned in making consumption goods, 
and since these two are identical tliis means that they will wish to 
spend on consumption goods more than they are spending on con- 
sumption goods. This will lead to increased demand and profits in 
the manufacture of consumption goods which will lead to an ex- 
pansion of employment and income until tliis level is readied. People 
then wish to save just as^much as is being invested, i.e. they spend 
on consumption goods an amount that is less than their income 
by exactly the expenditure on ( == the earnings in the manufacture 
of) investment goods, i.e. they spend on consumption goods just as 
much as is earned in making consurftption goods, i.e. just as much- 
as the cost incurred in making consumption goods. There is ncithei; 
profit nor loss but equilibrium. If employment and income had risen 
above the level where people wish to save just as much as is being 
invested, losses would have emerged to bring incomes and employment 
down again to the equilibrium level where people wish to save just 
as much as is being invested. S = I. Although there is no mechanism 
whereby decisions about saving bring about an equal value of in- 
vestment, which is what makes the equation suspicious, because of » 
the long-standing habit of expecting the influences to work from 
saving to investment, there is a mechanism whereby decisions to in- 
vest bring about an equal amount of saving, whi<^ is What makes 
the equation true. I := S. 

From the expenditure on consumption at this level of income 
we can derive the number of men employed in making consumption 
goods — ^for there is a functional relation between this number of 
men and expenditure on their product. Similarly,' from the expendi- 
ture on investment goods wc can derive the number of people at 
work in making the investment goods. This gives us the total number 
of men employed. This number is determined by the amount of 
investment arid the propensity to save (or its complement: the pro- 
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pcnsity to consume^ which is the relationship between income and 
consumption). The propensity to consume may also depend upon 
other things, such as the rate of interest. These can be brought in 
and they fit quite well into the theory, but it is a reasonable simpli- 
fication to assume that small changes in the rate of interest will 
affect different people in opposite directions; and the net effect 
may here be neglected. 

There remains to be considered what determines the rate of in- 
vestment, It is in the analysis of this diat some of the more subtle 
and more valuable innovations in the theory arc made by Keynes. 
Investment consists in the application of productive resources to the 
manufacture of capital goods. Capital goods are goods which are 
valuable on account of services they are expected to yield In the 
future. The efficiency of a capital good, or the rate of return over 
cost, as Irving Fisher calls this, is the rate of yield of tlic capital 
good, i.e, it is that rate of discounting the expected future yields of 
the capital good which makes the sum of* the discounted yields equal 
to the cost of making it. For example, if it costs £300 to make a 
machine whicli gives off two services, one in one year’s time which 
is then wordi £220 and one in two years’ time which is then worth 
£121, the efficiency of this machine is 10 per cent., because if the 
values of the services are discounted at the rate of 10 per cent, down 

to the present, the sum of their values is £300. (£220 X ” £200, 

£121 X = £100, and £200 + £100 = £300.) The marginal 

efficiency of any particular type of capital good is the efficiency of 
the marginal item of that type of capital good, in the use where 
its installation would show the greatest possible efficiency. The mar- 
ginal efficiency of capital in general is the highest of the marginal 
efficiencies of all capital goods that still remain to be made. 

It should be noted that the marginal efficiency of any capital 
good is described in the same way (has the same dimensions) as 
the rate of interest, so that it can be measured against it. It is a 
percentage of so much per annum. But it must on no account be 
confused with the rate of interest. The rate of interest is the rate 
at which money has to be paid for the privilege of borrowing money; 
or, from the point of view of the lender, it is the rate at which 
one is remunerated in money for the service of lending money. 

There is, however, a certain relationship between the rate of 
interest and the marginal efficiency of capital. For it will pay entre- 
preneurs to borrow money in order to incredte the rate of constmc** 
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tion of capita! goods — ^which is the rate of investment — as long as 
the rate of interest is less than the marginal efficiency of capital. As 
the rate of investment increases the best opportunities for investment 
arc used up, and the marginal efficiency of capital diminishes. This 
happens in two ways As the amount of capital increases, the expected 
values of the services of new capital ^ods fall as tlicsc have to compete 
with a larger supply of existing capital goods. This will be a very 
slow process since the rate at which capital is increased — the output 
in a short period — ^is small relatively to the existing stock of capital 
goods. But the other way in which the marginal efficiency falls is 
operative in the short period. As the rate of investment increases, 
the maiginal cost of making capital goods incioascs, and this im- 
mediately tends to reduce the marginal efficiency of capital to the 
rate of interest. For each rate of interest there is a corresponding 
rate of investment. This relationship is the schedule of the marginal 
efficiency of capital. 

The schedule of the marginal efficiency of capital is sometimes 
called the demand curve for savings because the cnlicprcncurs, who 
undertake the investment and have to obtain tlu^ funds to finance 
it, are conceived to obtain them from Che savings of individuals 
which when summed constitute the “supply’’ of .savings, I'his is im- 
portant in so far as it is brought in to explain the amount of inves- 
ment that takes place, and upon the amount of investment depends 
— as we have seen — the amount of employment which is the quaesitum 
of the whole book. 

It is deal* that the amount of investment undertaken by entre- 
preneurs in any given position, given the marginal efficiency schedule 
of capital, will be determined by the rate of interest. The crux of 
the matter lies then in the theory of the determination of the rate 
of interest. 

According to the classical theory, the rate of interest is given by 
the supply and demand schedules for savings. The rate of interest 
is the price of savings and that amount of saving and investment 
comes about that is indicated by the intersection of these demand 
and supply schedules. If the .supply of savings is greater than the 
rate of investment the rate of interest will fall so as to bring them 
into equilibrium and vice versa. Savings and investment are brought 
into equality with each other in an equilibrium by tlie movement 
of the rate of interest 

This line of reasoning is not merely wrong — it is meaningless. 
The equations Dn pag« 178 show that the savings can never be 
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different from investment whatever the rate of interest, so that it 
is nonsense to say that the rate of interest brings them to equality 
with each other. This can be shown in another way. The supply 
schedule of savings in this scheme is supposed to be independent 
of the demand curve for saving (which is the marginal efficiency 
schedule of capital). This means* that, given the rate of interest, the 
amount of saving is independent of the amount of investment and 
also of the size of people’s incomes. In fact of course it is ridiculous 
to assume that this is so, for what happens is that if there is an in- 
crease in investment, incomes increase immediately so that saving 
is increased by exactly the amount that investment is increased. The 
supply curve docs not keep still. Whatever the point one takes on 
the demand curve the supply curve moves to the right or to the 
left so that it intersects the demand curve at the point taken. 

We can now consider the alternative argument, referred to above, 
which is sometimes put forward in defence of the proposition that 
any individual, in deciding to save more, thereby increases S, the 
^ggi'Cgatc amount of saving of the whole society. Instead of assuming 
that when an individual saves more and spends less on consumption 
goods die seller of consumption goods continues to receive the same 
amount as before, so that Y, the aggregate income of society, is 
unafTcctcd, it is assumed that whenever an individual decides to 
increase his saving by a certain amount, either he or somebody else 
always increases investment by the same amount. This increases the 
incomes of those engaged in the production of investment goods by 
as much as the income of the producers of consumption goods 
diminishes, so that Y, the aggregate income, remains the same. C, 
the expenditure on consumption goods, has diminished, and (Y — G ) 
or S has increased as much as the first individual increases his own 
saving. 

There are two difficulties about this argument. The first is that 
there is no satisfactory indication of any mechanism in a monetary 
economy whereby the decision to save necessarily carries with it 
an instantaneous and equal decision to invest. The second is that if 
there were some mechanism which did make somebody decide to 
invest exactly as much as anybody saved, the classical explanation 
of the determination of saving and investment would be upset in a 
manner similar to the one we have indicated. This would mean 
that the investment curve — which comtitates the demand curve for 
the supply of savings— coincided throughout with the supply curve 
of savings. At each rate of interest people decide to save a certain 
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amount (supposing for the moment that the supply curve of saving 
is not shifted about by changes in income due to changes in invest* 
ment) — and if there is some mechanism whereby an individuaPs 
decision to save calls into being an equal amount of investment^ 
then saving again equals investment throughout (though not for 
the reasons given above). There i'* only one curve, which is both 
the supply curve and tlic demand curve for savings, so that the 
rate of interest remains unexplained. 

This argument sometimes takes the form of assuming MV (the 
amount of money multiplied by its velocity of circulation) as un* 
changing. This means that the total amount spent altogether botli 
on consumption and on investment is unchanged, .so that if il less 
is spent on consumption^ more must be spent on investment. This 
assumption is frequently very tacit, and when made explicit it appears 
in extremely innocent-looking forms like assuming “other things re- 
maining the same” or considering what happens “in the absence 
of hoarding^’. This really means that unless something special from 
outside — “hoarding” — ^intervenes, we may expert MV to remain con- 
stant and that any decision to save will somehow result in somebody 
investing an equal amount This criticism of the illegitimate and 
Boraetimes unconscious assumption of d constant MV is not Ki'yncs* 
way of dealing with the argument. He usually refuses to have anything 
to do with such simple “quantity equations”. Dr. Habcrler, however, 
concentrates on this line of attack, which is only a more orthodox 
(and more complicated) route that leads to the same conclusions 
as arc obtained by Keynes. 

There remains unexplained what it is that determines the rate 
of interest. The explanation of this is given by Keynes, who derives 
It from the inadequate theories of the Mercantilists by an easy de- 
velopment of a line of thought that had been diiit out of economic 
theory for over a century. This line of thought has only recently 
been coming back into respectable cronomics under very heavy dis- 
guise in the writings associated with such esoteric concepts as the 
“natural rate of interest” and “neutral money**. 

The rate of interest is what people pay for bqrrowing money. 
It is what people who have money — cash — obtain for lending it to 
other people instead of holding it themselves, It is not payment for 
saving, for one can save without lending the money saved; and in 
that case one does not get any interest payments. On the other hand 
one can lend money out of what one previously held; and in tliat 
case one gets interest payments without saving. The relevant demand 
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IS then the demand to hold money. The supply is simply the total 
amount of money that there exists. This demand schedule Keynes 
called Liquidity Preferencej and it is the intersection between the 
liquidity preference schedule and the supply of money (which is a 
perpendicular line if the amoun| of money is fixed) that gives the 
rate of interest upon which the whole thing depends. The higher 
the rate of intei’cst the greater the cost — in terms of Interest forgone 
— of holding money and the smaller the amount of money people 
will want to hold. Conversely, if there is an increase in the amount 
of money the rate of interest will fall until people want to hold 
the larger amount of money. They are induced to want to hold more 
money by the fall in the rate of interest^ for then, to some people, 
the convenience and feeling of security of holding cash can be satisfied 
to a greater extent because tlie cost is less. 

Our conclusion is that the amount of employment can be governed 
by policy directed towards affecting the amount of investment. This 
may be done either by lowering the rate of interest or by direct 
investment by the authorities. There may be difficulties for institu- 
tional or psychological reasons in reducing the rate of interest to 
sufficiently low a level to bring about that rate of investment which, 
with the existing propensity to consume, is necessary in order to 
bring about full employment. It is because of such difficulties that 
Keynes thinks that public works are necessary, and may become 
more and more necessary as the wcjalth and capital equipment of the 
community increase. For this means diat on the one hand people 
wish to save more out of the larger income corresponding to full 
employment while on the other hand the accumulation of capital 
lowers the marginal efficiency schedule of capital. Equilibrium with 
full employment is then possible only at lower interest rates than 
are practicable unless either («) investment is increased by State 
production of capital goods whose efficiency is less than the rate of 
interest or which for any other reason would not be manufactured 
by private entrepreneurs, of (f?) the propensity to save is diminished 
— consumption increased — by State expenditure on social services 
or by redistribution of income from the rich to the poor, or by any 
other means, ^ 

The reader may have noticed a considerable similarity between 
this last argument and the classical argument that was so vehemently 
attacked on pp. 184 and 185. Here in fact an equilibrium is indicated 
by the intersection of demand and supply curves fo^ savings. What 
the argument amounts to is that if for institutional reasons the rate 
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of interest cannot be brought down to the level which equates the 
supply and demand^ the demand curve must be moved to the right 
or the supply curve to the left until they meet at a level of the 
rate of interest that is practicable. But what was impossible in the 
classical explanation of the rate of iptcrest is permissible here because 
for this argument we were assuming full employment in order to 
be able to consider what are the necessary conditions for that to 
exist. There is then a given income so that there is a given supply 
.schedule of savings. The critieism of the classical (‘xplanation of the 
determination of the rate of interest is that its argument — in assuming 
a given supply curve of savings— is implicitly assuming a given degree 
of employment, namely, full employment. And it is not useful to 
consider what determines the amount of employment on the assump- 
tion that there is full employment — or even to discuss the determina- 
tion of tlic rate of interest under those conditions without considering 
whether in fact there is any force which will bring about full employ- 
ment, ^ 

Keynes* conclusion that the amount of employment has to be 
governed by operating on the amount of consumption and investment, 
via the rate of interest or otherwise, may seem at first sight to be 
a very small mouse to emerge from the labour of mountains, Evciy- 
body has known that cheaper money is good for business, and so 
is any increase in net invc.stmcnt or expenditure. But except for 
occasional lapses from sricntiRc purity to monetary eommonsensc, 
the pundits of economic science have been declaring that people 
should practice more thrift. There has been a weakening of this 
attitude recently — I am not clear to what extent this is due to the 
cyclical fluctuation in the attitude of economists and how much 
to the influence of Keynes’ ideas and some parallel development by 
J. R. Hicks and the Swedish writers. But we must not forget that 
it is not so very long ago that we had Professor Robbins and Mr, 
Keynes on the wireless respectively advising the world to save more 
and to spend more. And there is still in Milan a World Institute 
for the Encouragement of Thrift, It will be a long time before the 
view that thrift "since it enriches the individual can hardly fail to 
benefit the community” is seen to be an important example of the 
common logical error of composition. What Keynes has done is to 
sliow that wl^at the ordinary man has often felt in his bones can be 
justified by a keener analysis than has so far been applied to the 
problem. He has shown further that it is only by working indirectly 
on these same determinants that any other remedies can ever work. 
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Thus, even in the ease when a reduction of money wages increases 
employment it does so only in so far as it indirectly reduces the rate 
of interest. The direct effect is merely to reduce both prices and 
money incomes, leaving the real situation as before. At the lower 
price level people find thaft they need less money to carry on their 
business, so that if there is no Change in the amount of money its 
supply is greater than the demand to hold it, and the attempt of 
money holders to lend the spare money to others, or to buy other 
assets for money, raises the value of the other assets and reduces the 
rate of interest. The reduction of the rate of interest docs the trick 
by making a larger rate of investment profitable. Incomes then in- 
crease, in accordance with the propensity to consume, until a level 
of income and employment is reached which induces people to save 
at a rate equal to the greater rate of investment. From this it follows 
that any objections that may be raised against the dangers inherent 
in lowering the rate of interest in an attempt to increase employment 
apply just as much or as little to the policy of increasing employment 
by lowering wages, since that works only via lowering the interest 
rate. It is not denied that there are any dangers, but such as they 
are, they arc inherent in any successful attempt to increase employ- 
ment To run away from these is to refuse to be cured because that 
will make it possible to become sick again. 

To seek the alleviation of depression by reducing money wages, 
rather than by directly reducing the rate of interest or otherwise 
encouraging investment or consumption, is to abandon the high road 
for a devious, dark, difficult and unreliable path, for no better reason 
than that the dangers that await one at the common destination are 
more clearly seen when it is approached by the broad highway 
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CHAPTER XII 


Monetary Policy and the Theory of Interest* 
HAROLD M. SOMERSt 

M any issues, both true and false, have been raised and settled since 
controversy on that time-worn subject, the theory of interest, 
broke loose anew in 1936, when Mr, Keynes published his General 
Theory. Few topics in economics, in fact, have received as varied 
ti’catmcnt as has the theory of interest. Few topics, moreover, have 
resulted in as many divisions of opinion, misunderstandings, vigorous 
attacks and equally vigorous defenses. Before the publication of the 
General Theory the situation was confused enough, A. serious differ- 
ence of opinion existed between the two non-monctary sets of interest 
theories. On the one hand, there was the “subjective” non-monetary 
theory, currently advocated by Professor Fetter and Professor Pigou, 
which associated the magnitude of the rate of interest with the 
individual’s time preference; on the other, there was tlic “objective” 
non-monetary theory, currently advocated by Professor F. H. Knight, 
which attributed the determination of the rate of interest to the 
marginal productivity of capital In between these theories, or, perhaps, 
over both of them, lay the theory* of Professor Irving Fisher and 
others, which made use of both the subjective and objective elements 
of the non-monetary explanation of the rate of interest, 

Mr, Keynes scrapped the whole non-monctary approach — both 
the subjective and objective elements — and claimed that the rate of 
interest was a purely monetary phenomenon. In this he found partial 
support on the part of students of the business cycle, who felt that 
monetary factors, although not the only factors affecting the rate 
of interest, were of considerable importance in its determination. The 
monetary school soon found itself in two camps. On the one hand, 
there were Mr. Keynes and his followers, who claimed that interest 
was a purely monetary phenomenon, tlic rate of interest being de- 
termined by the demand and supply of mc^cy. Given the amount 

^Quarterly Journal of Economics, Volume LV, 1940-1941, pages 488- 
507. Reprinted by courtesy of the publisher and author, and the Blakiston 
Gom^ny, Philadelphia, in whose volume, Ecadtngs in the T/icory of Income 




fUnivcrrity of Buffalo, formerly, Cambridge, Mass. 

190 



MONETARY POLICY AND THE THEORY OF INTEREST 191 

of money, the magnitude of the rate was held to be determined 
by a subjective factor, liquidity preference, the rate of interest being 
r<‘garded as the price jDaid for parting with liquidity. On the other 
hand, there were Profcssoi-s Habcrlcr, Hicks, Ohlin, Robertson, Vincr, 
and others, who felt that non-monctary and objective elements as 
well as monetary and subjective efements determined the rate of in- 
t(Tcst. At the same time most of the latter group of writers kept 
insisting that the two monetary approaches were essentially two 
different ways of saying the same thing. 

Thus there existed three controversies at one time: between the 
subjective and objective non-monetary theories; ^between the sub- 
jective and objective monetary theories; and between the non-monetary 
theories, on the one hand, and the monetary theories on the other.' 
The first controversy, that between the two sets of non-monetary 
theories, is still far from settled. Although most non-monetary theorists 
concede the importance of the productivity of capital, there arc some, 
like Professor Fisher and Professor Pigou,„who still insist upon the 
importance of psychological time preference. The second controversy, 
that between the two monetary theories, has been settled in a somc- 
what precarious manner by Mr. Lerner and Professor Hicks, who 
have given two different, and ^mewhat contradictory, explanations 
of the relationship existing between the liquidity-preference and the 
loanable-funds theories. The third controversy, that between the 
monetary and non-monetary sets of theories, had been greatly clarified 
by Wickscll long before the current Controversy, but actually remains 
as far from settlement as ever. In the words of Professor Hicks, “it is 
a real dispute, in which one side must be right and the other wrong, 
even if the rightness or wrongness may ultimately turn out not to 
be absolute, but only relative to particular problcms.*^^ 

ITiis paper attempts to resolve the controversies described above 
by setting up a system in which all four variants of interest theory — 
the two non-monetary and the two monetary variants — ^havc a place. 
It will then become evident under which assumptions or in what 
sense each variant of interest theory is valid as such. Aside from 
this it will be shown that all four variants — ^with some modifications 
— play an important part not only in the theory of interest but in 

^Thia daasification does, of course, contain a considerable element of 
arbitrariness and should not be considered to imply an adequate description 
of the respective theories. 

The above references arc confined to a few contemporary authon. No 
attempt is made here to deal with the history of thought on the subject of 
interest theory. • 

Walue and Capital (Oxford, 1939), p. 153. 



192 


RATE OF INTEREST 

any theory purporting to describe economic l^chavior or to explain 
economic phenomena. To fulfill this purpose it is necessary to ex- 
amine the various rates of return on economic resources and study 
the nature of economic behavior in the face of these rates of return. 
The method employed draws heavily on the works of Wickscll and 
Professor Fisher, as well as that of other writers. The greatest direct 
influence, however, has been that of Professor Knight, to whose 
persistent emphasis on the “fundamentals” may be tracc'd both the 
origin and execution of this attempt to evaluate the various theories 
of interest on the basis of the maximization principle. 

I. Ratjbs of Return on EcoNoairc Resources 

At any point of time an individual has at his disposal (in the 
sense of “power of allocation to various uses”) botli his ^vealth and 
his income. If we concern ourselves with the income for a finite 
period, the dimensional dilTcrcnec which exists between wealtli (a 
stock) and income (a flow) need not stand in the way of our 
considering both together as the resources which the individual has 
at his dispo.sal for the period. Each purpose to which hi* may devote 
his resources — securities, cash, production (including real estate and 
stocks of goods) and consumption — yields a return to him, either 
in the form of subjective satisfaction or in the form of goods or 
money. For each individual these resources arc usually in the form 
of money to begin with, but through the process of pureliasc and 
sale may be converted into various forms. The nature of the return 
on resources devoted to each of these purposes will now be examined. 

SEGuRmES. Resources may be devoted to the purchase of bonds, 
shares, promissory notes, mortgages, etc., all of which we group 
together for convenience and call “securities.^* There arc, of course, 
a great many rates of return on securities, and the rates of return 
on various types of securities often fluctuate in divergent directions. 
Where no organized market exists, even securities of exactly the 
same term years (if any) and degrees of risk may sell at prices 
to yield various rates of return. There is, therefore, considerable 
objection to speaking of the rate of interest and changes in the rate 
of interest. Even though for many thcorqjiical purposes no real error 
arises through the use of this concept, it is highly desirable to find 
some way of making a valid simplification of tlic interest-rate structure. 

Two ways of approaching this problem suggest themselves. One 
way is to make use of JProfessor Hicks’ analysis of the relation between 
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the long and sliort rates on fixed intcrcst-bcanng claims.^ This would 
simplify the interest-sti’ucturCj as far as the variety of term years is 
concerned. Then^ by making some definite allowance for the risk 
on each security, measured from some standard security/ we could 
take account of all types of securities. This method, however, cannot 
readily be applied to shares, which have no term years, and which 
cany with them immeasurable and non-cconomic advantages, such 
as the power and prestige which accompany ownership of a large 
equity interest in a corporation. 

The other method, although fundamentally the same, is much 
simpler and, for our purposes, more effective. We again choose any 
security with a fixed return and consider it the “standard security/* 
Each holder of securities should be able to indicate at what rate of 
interest on the standard security he would be on the point of in- 
difference as to whether he should sell all his securities and buy a 
like amount of the standard security. This rate of return may be 
regarded as an objective indicator of what^thc holder of the securities 
considers to be the value to him of all the objective and subjective 
returns he expects to obtain from the securities he holds. Likewise 
there would be a certain rate of interest appropriate to each of the 
various possible amounts of securities any individual might be willing 
to hold, or buy, or sell. The same sort of relation could be established 
for tlic total amount of securities in the hands of all holders of se- 
curities, as well as for the total amount supplied on the securities 
market (demand for loanable funds) and demanded on the securities 
market (supply of loanable funds) * Thus we can draw up demand 
and supply curves of securities in terms of the (standard) rate of 
interest. 

Cash. Some of the resources at the disposal of an individual 
arc ordinarily in the form of cash, which may be held for various 
reasons. These have been classified by Keynes as the Transactions, 
Precautionary, Financial" and Speculative motives. To the individual 
or organization holding the cash there acciucs a definite return, in 
so far as the cash fulfills one of ther above purposes and thus satisfies 


^Assuming simple interest, "the long rate is the arithmetic average be- 
tween the current short rate and the relevant forward short rate. {Valu* 
and Capital^ p. 145.) « 

^This may be any security, whether "nskless” or not. There is no rcaun 
why the "risk allowances" may not be either positive or negative, dcpendii« 
on whetlier the security under consideration is more or less risky than the 
security chosen as the standard. Gf. Kaldor, ^‘Speculation and Economic 
Stability/* Review of Economic Studies, October, 1939, p. 16, note 1. 

»‘Thc *Ex Ante* Theory of the Rate of InSprcst/* Economic Journalj 
December, 1937, pp. 663-9. 
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a need. This return, though subjective and immeasurable in large 
part, IS nevertheless real and important, since it explains why people 
arc willing to hold cash at all rather than invest it in something 
yielding an objectively measurable return. So important is this con- 
sideration that it IS desirable to resort to some sort of expedient to 
measure the return in units comparable with those in which, for 
instance, we measure the return on securities^ namely, in terms of 
a certain amount of money per unit of money per period. 

For each amount of cash which a person may be willing to hold 
(above a certain absolutely essential minimum), tlierc is some rate 
of interest at which he would be on the point of indifference as to 
whether to hold that amount of cash or purchase an equivalent 
amount of securities (i.c. the standard security). This rate of return, 
which when put in marginal terms is closely related to the marginal 
rate of substitution between cash and securities, may be considered 
to be an objective indicator of the subjective satisfaction expected 
to be derived from holding die cash. This indicator we may call the 
rate of retut n on cash. For different amounts of cash held there 
would ordinarily be different rates of return on cash. We can, then, 
draw up a curve showing the various amounts of cash in relation 
to the appropriate rates of return. As the need for money can be 
satiated in greater or less degree, this curve has a downward slope. 
In a similar manner, we may construct an aggregate curve for the 
economy as a whole.** 

Production. The use of cronomic resources for purposes of pro- 
duction (including holding real estate and stocks of goods for a 
rise in value) stems from the fact that a net return over cost is 
expected. As in the ease of the rate of return on cash, we can obtain 
an objective measure of the expected value of tlie rate of return 
(all the possible rates of return, weighted by their respective proba- 

^Thc line between cash and securities may arbitrarily be drawn at any 
reasonable point, as far as the present analysis is concerned. It seems reason- 
able, for instance, to include demand deposits in cash and time deposits in 
securities.^ There necessarily remains a great deal of ovei lapping, since securities 
provide liquidity as well as an objective return. Tliis problem may be solved 
by including in cash only those liquid resources which yield no objective 
return. We should ^en regard securities as returning something above the 
actual interest (or dividends), namely, a liquidity return similar to the return 
on cash. Since all goods have a certain amouni of liquidity, arising out of 
their salability, we may make a similar adjustment for them, the rate of 
return on the standard security (now including both the objective interest 
return and the subjective liquidity return) being used us the base. 

The importance of overlapping is emphasized by the fact that securities 
(and for that matter, all assets) may be used as collateral for a cash loan. 
Cf. M, Kalecki, •^hc Shs»rt-Tcrm Rate and the Long-Term Rate,** Oxford 
Economic Papers^ No. 4, September, 1940, p. 15. 
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bill tics by asccrtaLning the rate of return on the standard security 
at which the individuals or firms involved would be on the point 
of indifference as to whether to devote their resources to production 
or to securities (i.c, the standard security). In this way, for each 
volume of production per period, we can obtain a money measure 
of the expected rate of return oh production. The rates of return 
on production arc thus made dimensionally comparable with the 
rates of return on securities and cash. On this basis wc may draw 
up a curve® showing the relation between the various amounts of 
production per period and the corresponding rates of return. This 
may be done both for any line of production and for the economv 
as a whole. 

At this point it is necessary to make the distinction suggested 
by Mr. Lcrncr® between the marginal productivity of capital and the 
marginal efficiency of investment. This may possibly be clarified by 
considering a finite period of the sort used above. If wc take the 
amount of capital in existence as given, and then consider the pros- 
pective additions to capital during the next period, the marginal 
rate of return on capital measures the increment in return expected 
from an increment in the amount of capital existing at this moment; 
whereas the marginal rate of return on investment measures the 
increment in return expected from an increment m the total amount 

^This statement requires many qualifications, which it will not be possible 
to consider here. Cf. the notes of Messrs. Dow, Kaldor, Hawtrey, Hart and 
Shackle in the Review of Economic Studies j June and October, 1940 

^This curve should be considered net of an allowance for risk. Whether 
the risk is an increasing function of the rate of investment, as Dr. KaleckI 
would have it (The Principle of Increasing Ride,” Eeonomica, November, 
1937, p, 442), is somewhat doubtful in the ease of corporations. (See N. S. 
Buchanan and R. D. Galkins, '*A Comment on Mr Kaiccki’s Principle of 
Increasing Risk,*’ Eeonomicaj November, 1938, pp. 453-458; and M. Kalecki, 
ibid, pp. 459-460, Gf. Kalecki, Essays in the Theory of Economic PlueJuattons^ 
pp. 98-102.) 

Related in some ways to the Pnndple of Increasing Risk is what we 
may call the “Principle of Increasing Uncertainty” (making the distinction 
between uncertainty and risk along the lines suggested by Professor Knight). 
The greater the rate pf increase in the rate of investment, the more difficult 
it is for a manager to make an accurate estimate of the possible effects 
which h» investment activities will have on his market. After a certain point 
the manager has so many investment plans under way that he must allow 
some of them to be carried to complcUon before becoming involved in new 
ones. As Dr. Shackle has pointed out {Expectations^ Investment and Income, 
Oxford, 1938, pp. 101-102), /^his results in the deceleration of investments, 
the operation of the downwaid Multiplier, the disappointment of expectations, 
and thus is a contributing factor in the downturn, 

^“Gapitnl, Investment and Interest,” Transactions of the Manchester 
Statistical Society, 1936-37, pp. 26-31. Cf. O. Lange, “The Rate of Interest 
and the Optimum Propensity to Consume ” Eeonomica, February, 1938, p 
IS n. and T. dc Scitovsxky, “A Study of Interest apd Capital,” Economical 
August, 1940, pp. 308fr. 
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of capital which will exist after the contemplated investment has 
taken place. This total amount of capital consists of (1) the amount 
of capital existing at this moment plus (2) the amount of capital 
to be added by the prospective investment. In this paper the term 
margined raU of relian on production will refer to the marginal 
cfBcicncy of investment. • 

CoNsuAfpTiON, When we pass to the “return** on consumption 
we arc in the realm of the same sort of subjectivity and immeas- 
urability as schen we con.sJdcr the return on cash. Again we must 
resort to some method of obtaining an objective indicator of the 
subjective satisfaction involved. 

If we arc at the point of indifference between (1) spending 
$100 on consumption during the coming yt'ar and (2) investing it 
in securities yielding Bve per cent and thus providing us with $103 
at the end of the year, the rate five per cent must indicate the 
magnitude of the extra satisfaction expected from the consumption 
of $100 worth of goods this year instc'ad of next. We may call this 
the fate of return on consumption.'^ The' return on consumption is 
thus made dimensionally comparable with the return on secniritics, 
cash and production. If there is a diminishing marginal utility of 
consumption^ we may expect a downward sloping curve relating the 
volume of consumption per period to the various marginal rates of 
return,” As in the other eases, we may also have an aggregate curve 
lor the economy as a whole. 

Nature of the Rates of Return. Thus we have rates of return on 
securities, cash, production and consumption.'^ Each of these may 
be expressed in both average and marginal terms (in whicii form 
they arc related to marginal rates of substitution between tlic respect- 
ive resources and the standard security) . Each, moreover, is prospect- 
ive, and embodies the expected value of the various possible estimates 
of the community as a whole. Although, in some eases, the actual 

^^Thi« may be negative in some special cases. It is understood, of course, 
^at we begin our analysis only after the volume of consumption per period 
is sufficiently great to permit the possibility of a choice among various uses. 

For the relation between the marginal rate of return on consumption and 
the marginal rate of lime preference, see p. 202. 

^^This curve shows that the greater the volume of consumption per period, 
the lower is the rate of interest at which a nmrginal unit of resources will 
be devoted to securities rather than consumption. This docs not imply any 
assumption regarding the converse relationship, namely, the way in which a 
change in the rate of interest afTccts the volume of consumption per period, 
a subject which is dealt with in Part III. 

^^For most analytical purposes, it would be desirable to subdivide these 
and have rates of return bonds, shares, inventories, etc. 
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subjective return is nebulous and immeasurable^ wc arc dealing here 
with something objective and measurable, just as the utility derived 
from a piece of bread is subjective and immeasurable, while the 
price paid for the bread is both objective and measurable. 

II. Fundamentals of Economic Behavior 
Wc must now pass to the behavior of individuals and organi- 
zations confronted with these rates of return. It is evident that the 
maximum amount of return would be derived from that distribution 
of resources which equates the marginal rate of return in every use. 
securities, cash, production and consumption. As a prelude to the 
discussion of the theory of interest it is necessary to sec to what 
extent this optimal principle can be, and to what extent it actually 
is, carried out in the economy by individuals, firms, banks and 
governments. Since we arc primarily concerned with short-run prob- 
lems, we are interested mainly m whether or not the short-run mar- 
ginal rates of return arc equalized. 

Individuals. The individual has bcfdirc him all four possible 
uses to which resources may be put: securities, cash, production 
and consumption (including charitable contributions). In order to 
maximize the satisfaction he derives from his resources he should 
devote them to the various uses in such a way that there is equality 
among all the marginal rates of return* 

There arc several reasons why this equalization is ordinarily not 
achieved: the individual may not have the knowledge and experience 
to estimate some of the rates of return, e.g. the rate of return on 
production; he may be indiflTcrent to the maximization of his welfare, 
finding it “rational to be irrational”/® he may be disinclined to engage 
in production or to invest in securities, regardless of their rate of 
return, since he does not wish to gamble, however slightly; he may 
find the units in which productive resources, securities, and even 
consumption goods arc found to be such that it would, in any case, 
be impossible for him to equalize the rates of return, even if he wanted 
to take the trouble; and finally, the organization of markets, with 
their frictions and other impediments, may be such that it would 
take a considerable time for him to make the necessary transfers 
between resources and thus adjust himself to changes in the rates 
of return. 

It need not be assumed, however, that, except in unusual circum- 
stances, the individual would deliberately make a transfer among his 
i®Cf. F. H Knight, Risk^ Uncertainty and Profit p. 62 •n. 
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resources which would reduce the sum total of return derived, i,c. 
aggravate the discrepancy among the various marginal rates of return. 
Nevertheless it is true tliat a discrepancy among the rates may arise 
and persist without any ameliorative action on the part of the in- 
dividual. 

Firms, Business firms, whether incorporated or not, have before 
them all the above four choices, with the exception of consumption. 
The alternative of consumption is, however, I'cplaced by that ot 
“drawings**^** to partners and dividends to sharcholdci’.s. The question 
arises, therefore, whether the marginal principle is applied in the 
payment of “drawings** and dividends.'® 

Drawings of partners are usually determined more by the needs 
of the partners than by the relative rates of return on the various 
opportunities open to partncrsliip. As for dividends, there is some 
evidence to the effect that tlieir distribution is not based on the 
marginal principle.'® Since drawings and dividends affect the rate 
of return on securities,'^ i.it is evident that this rate of return may 
get out of line {temporarily at least) with the other marginal rates 
of return. 

Banks. Ordinary private banks, jvhether members or non-mem- 
bers of the Federal Reserve System {but cxeluding the Federal 
Reserve Banks themselves), may follow the marginal principle in 
the allocation of tlicir resources between the two alternatives which 
arc ordinarily open to them: (1) holding cash and (2) purchasing 
securities of various sorts, c.g. making loans to customers, buying 
industrial and government bonds, etc. The seriousness of the race 
between profitability {in the form of a return on securities) and 
liquidity (which expresses itself in the form of a irtiirn on cash, 
arising largely from the Prccautionaiy motive for holding casli) 
tends to ensure fulfilment of the marginal principle, whether or not 

^^This term, as used here, is defined n 0 i of any wage or salary element. 
Sole ownerships may best be considered in the section on individuals. 

Whether the internal distribution of resources is in accordance with 
the marginal principle is not discussed here, owing to the difficulty of deciding 
to what extent “rules of thumb,” made necessary by the impossibility of 
continuous calculation of every conceivable return, arc actually conducive to 
the maximization of profits. 

u>Scc Norman S. Buchanan, “Theory and Practice in Dividend Distribu- 
tion,” Quarterly Journal of Economics^ NovciAber, 1938, pp. 64*85, or The 
Economies of Corporate Enterprise (New York, 1940). Gh. IX. 

^^For purposes of this analysis it is best to consider the equity interest 
of partners in the same category as securities (despite the fundamental legal 
distinction) , since drawings of partners arc not necessarily equal to tlie return 
on^ production,^ ^d arc thus analogous to the return on shares. A moie legal- 
istic classification will ifbt, however, affect the general conclusion. 
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the bank manager is aware of the fact. If he attempts to maximize 
the bank’s profit^ subject to the condition that he does not jeopardize 
the bank’s position by holding too little cash, he is following the 
marginal principle, for he is attempting to equalize the marginal 
rates of return on cash and securities.’® 

The Federal Reserve Banks, however, do not act on the marginal 
principle (in the narrow, short-run sense used above), for they are 
not concerned with maximizing returns. Reserve banks may buy and 
sell securities for reasons bearing no relation to the marginal principle. 
Thus the marginal rate of return on securities may fall, through 
the manipulation of the Federal Reserve Banks, with the result that 
a discrepancy arises among the marginal rates of return on securities, 
cash, production and consumption for those individuals and organiza- 
tions which try to maximize their returns, i.c. follow the marginal 
principle. 

Governments. Governments face even greater difficulties than 
do individuals in allocating the resources art; their disposal in accord- 
ance with the marginal principle, particularly because of the diffi- 
culty of 'estimating the rates of return on the various types of (col- 
lective) consumption. Sometimes, moreover, there is no desire to 
maximize the returns to the community, the end being quite dilTerent, 
namely, keeping in power, the marginal principle for which docs 
not interest us here. 

In the case of governments important for economic policy, c.g. 
the Federal Government, a third sort of marginal principle may 
manifest itself. The government may use its resources to carry out 
some policy which may only ultimately have the effect of maximizing 
the returns to the community. For instance, the large cash balance of 
the Federal Government fulfils not only the traditional purposes but 
also that of monetary manipulation’’’ directed towards lowering the 
cost of new government financing.®” This has the effect of influencing 
the current rate of return on securities. As a result, individuals and 

J»Thia gives us the basis for a distinction between "legal excess” reaenres 
and "economic excess' reserves, the latter existing when the bank's marginal 
rate of return on casli is below the marginal rate of return on securities. Only 
the existence of economic excess reserves means that more loans may ration- 
ally be granted by the bank. 

As banks arc usually subject to severe legal himtations in the disposal 
of their resources, the fulfilment of the marginal principle may be difficult 
in some cases. This is particularly true witli respect to real estate and other 
physical assets, hence the rate of return on production is not considered above. 

^^Which may, perhaps, be considered a special form of either the Pre- 
cautionary or Speculative motive. 

soGf. Edward G. Simmons, "Treasury Deposit| and Excess Reserves,” 
Journal of Pohttpal Economyj June, 1940, p. 342 n. 

14 
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organizations which try to maximize their returns may find that the 
equality among the mai’ginal rates ol return on securities^ cash, 
]3roduction and consumption is temporarily upset. 

SlONlFIGAT^CE OF AN ArBITOARY MONETARY POLIGY. TllC abovC 
considerations illustrate the weakness and at the^saine time the 
strength of the marginal principle. In so far as no attempt is made 
to maximize returns, the inai^inal principle loses signiiicance, and 
the existence of an "arbitrary** monetary polic'y*' has relatively little 
effect on the various rates of return. In so far as some attempt 
is made to maximize returns, the existence of an arbitrary monetary 
policy increases rather than diminishes the importance of the mar- 
ginal principle. For the existence of a desire to maximize returns 
(i.e. the conscious or unconscious attempt to apply the marginal 
principle) means that whenever a change takes place in one of the 
marginal rates of return, say the marginal rate of leturn on .sccuri*> 
tics, adjustments^^ tend to be made in the amniiiits of resources 
allocated among the various uses, with the result that changes take 
place in all the marginal rates of return (barring curves of infinite 
elasticity). Moreover, tliat rate of return which is subject to the 
arbitrary policy assumes unique importance — it sets the pace, or 
“rules the roost,” This fact is of the utmost importance in a discussion 
of the theory of interest, to which we now turn, 

III. The Theory of Interest 
The points at issue in the interest- theory controversy have been 
obscured, and the likelihood of an amicable settlement has been 
diminished, by the fact that some of die disputants and many of the 
onlookers have misconceived the nature of the difference of opinion 
which exists. One might, for instance, get the impression from some 
of the literature that Professor Knight and Mr. Keynes would deny 
that the term “rate of interest** is correctly defined as the rate of 
payment for a loan of money per unit of money per unit of time. 
In actual fact none of the participants in the interest debate has 
objected to this as a correct definition of the rate of interest for a 
monetary economy,*® Their sole concern has been with what deter- 

the unsc that allocation of resources^ it not made with a view to 
current maximization of xciurna, narrowly construed, 

^®Thc actual process of adjustment is complicated by the existence of 
speculation in stocks of goods and securities. Gf. Scitovszky, op. dt., and 
Kaldor, op. cit, 

®*Cf. F. H. Knight, “The Quantity of Capital and the Rate of Interest,*' 
Journal of Political Economy, August, 1936, p. 435j and J. M. Keynes, General 
Theory, p. 186 n. ^ 
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mines the magnitude of the rate of interest at any time. One group 
of writers attribute? this role to time preference, another to the 
productivity of capital, another to liquidity preference, and another 
to some or all of these factors combined The present section proposes 
to examine each of the interest theories with a view to deciding 
under what assumptions or for What conditions, if any, each theory 
may be said to hold true. In this analysis the tcim “rate of interc.st** 
refers to the marginal rate of return on the standard security* 

Non-Monetary Theories; The Marginal Productivity 
Theory, The marginal productivity theory attributes the determina- 
tion of the rate of interest to the marginal productivity of capital. 
As it is not quite clear whether this actually refers to the marginal 
rate of return on capital or to the marginal rate of return on invest- 
ment, the validity of the theory will be examined under both con- 
ditions* 

If the theory refers to the return on investment — our marginal 
rate of return on production — ^it would be necessary to show either 
that this rate is constant or that it sets the pace among all the rates, 
i.c. when the equality among them is upset it is always because of 
a change in the marginal rate of return on production. In 'either 
case, there would be an adjustment of the other marginal rates of 
return, including the rate of interest, to the marginal rate of return 
on production. The first possibility is out of the question, since the 
maiginal rate of return on production is a function of expectations 
— which are constantly changing. The second possibility could exist 
only on the very special assumption that all internal and external 
changes in the economy act first upon the return on production and 
only through it on the other marginal rates of return. Under this 
assumption it would be impossible for the rate of interest to decline 
before the return on production declines, because no person acting 
on the marginal principle would ever be willing to accept a lower 
marginal rate of return on securities than he could obtain on pro- 
duction. Likewise it would be impossible for the rate of interest to 
lead a rise in the marginal rate of return on production. 

Under more realistic conditions it need not be the marginal 
rate of return on production which sets the pace. The equality 
among the rates may be iipset by the return on cash (e.g. through 
a diminished need for cash balances in business) or by the return on 
consumption (e.g. through an increased consumption) or by the 
return on securities (e.g* through an arbitrary monetary policy)* 
Where the monetary authority changes the rate of interest, for in- 
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stance, the marginal rate of return on production must be adjusted 
to that rate.®* Under such conditions marginal productivity cannot 
be considered the only important factor which might afTcct the rate 
of interest.*^ 

It is often claimed that the marginal productivity theory is 
perfectly valid for ^‘thc long run." If this means that in the long 
run the marginal rate of return on production ii equal to the rate 
of interest, then the statement is ratlicr empty. In "the long run" 
(presumably after all adjustments have taken place) all tlic marginal 
rates of return arc equal to the rate of intnvst. Rut if it means that 
in "tlic long run” the marginal rate of return on production sets the 
pace and all the other rates of return must adjust themselves to it, 
then the statement holds true only if "the long run” is dcGncd in such 
a way that independent changes in the other marginal rates of return 
arc ruled out This would involve the assumption of given tastes, 
given volume of business, given business habits, etc., for otherwise 
"long run** shifts in the cqrvcs for consumption and cash could take 
place, thus causing changes in the respective rates of return.®® 

If the marginal productivity theory refers to the return on capital 
rather than to the return on investment, then the short-run validity 
of this theory is more questionable than over. In tlic short run it is 
the marginal rate of return on invesiment, not the marginal rate of 
return on capitaU which is kept in adjustment with the other marginal 
rates of return. The return on capital would be the relevant concept 
only if the rate of net investment were zero. For the long run, what 
was said in the previous paragraj^h about the validity of tlic theory 
would still hold. In the long run the marginal rate of return on 
capital may be considered to be the magnitude which tends to be in 
adjustment with the other marginal rates of return, and one need 
not distinguish between the return on capital and the return on 
investment. 

Non-Monetary Theories: The Time-Preference Theory, 
The time-preference theory associates the magnitude of the rate 
of interest with the marginal rate of time jircfcrcncc, which is 
identical with our marginal rate of return on consumption. For 

the WickscUian analysis this adinslnicnt wmld be brought about 
by a rise in prices. But this is based on several 'special assumptions, including 
full employment Gf. A, P. Lerner, *'Somc Swedish Stepping Stones in Eronomic 
Theory,” Cnnadian Journal of Eeotiomies and Pohiieal Seieuee, November, 
1940, p. 582. 

**Gf. A, E. Monroe, “Investment and Saving: A Genetic Analysis,” 
Quarterly Journal of Economies^ August, 1929, pp. 594-596, 603. 

*«Gl. Irving Fisher, Ths Theory of Interest (1^30), p, 505. 
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reasons analogous to those given in the ease of the marginal product- 
ivity theory, a timc-prcfcrcncc theory of interest is tenable only if 
we assume conditions where eidicr the marginal rate of return on 
consumption is a constant*^ or where it alone initiates changes in 
the rates of return Under realistic conditions, as noted afaovc^ the 
latter assumption (an ccitainiy not be held. The former assump- 
tion requires some examination. 

It was assumed iii Part I that the marginal rate of return on 
consumption is an inverse function of the volume of consumption 
per period. This appears icasonablc and is supported by Professor 
Pigou*s recent concession that the marginal rate of time preference 
may be a function of income.*^ But the satisfaction which an indivi- 
dual — including Professor Pigoii’s "representative Englishman" — gams 
from a given rate of consumption also depends in large part upon 
his case of mind and freedom from concern over the future. Some 
people are relatively "improvident,” and their marginal rate of return 
on consumption (to pass to the objective indicator of the subjective 
satisfaction) is httlc alTected by the amount of their provision for 
the future, Others arc relatively “provident” and experience a great 
change in the satisfaction they gain from a given rate of consumption 
whenever, for some reason, the amount of their provision for the 
future IS altered. One way in which the latter can occur is through 
n change in the rate of interest, since this both changes the rate of 
compounding of private savings and at the same time affects the 
capital value of all assets (with opposite effects on private wealth). 
Thus the marginal rate of time preference may be considered to be 
a function of both the volume of consumption per period and the 
rate of interest. It obviously cannot be assumed constant. 

There is a further point arising from the above analysis. The 
time-preference theory has usually been associated with the assump- 
tion of a direct relation between the rate of interest and the rate 
of saving. Actually, however, the concept of a marginal rate of 
time preference is independent of this assumption. If the rate of 
interest falls, the marginal rate of time preference will also fall, but 

^^This is the assumption made by Professor Ptgou in “Real and Money 
Wage Rates in Relation to Unemployment,” Eccnomic Journal^ Septem^r^ 
1937, pp. 405422. In the Economies of Stationary States, Ch, 10, p. 50 ff., 
the same theory is presented, except that m the latter place the discussion 
is in terms of a Robinson Crusoe economy, with the result that the expression 
“rate of interest" refers to the marginal rate of return on production rather 
than the marginal rate of return on securities. 

^^“Moncy Wages in Relation to Uncmploynignt," Economic Journal, 
March, 1938, pp. 134-138, Gf. Fisher, op. cit., pp. 66-68. 
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this may come about through a shift in the consumption curve (with 
no fall, or even with an inrrea«:, in the rate of saving) as well as 
through a movement along the curve (with a fall in the rate of 
saving) . Which of these factors predominates depends on the relative 
importance of “provident” and ‘improvident” individuals. Hence 
the concept of a marginal rate of time preference can be retained 
and can be made a useful analytical tool, even though we reject 
both the timc'prcfcrcncc theory of interest and the assumption of 
a direct relation between interest and the rate of saving. 

Monetary Theories: The LiQuiorry-PREFERENCE Theory. 
According to the liquidity-preference theory the rate of interest 
is determined by the “demand and supply of money,”**® There arc 
three interpretations®* which we may make of this theory. The first 
interpretation, which many people took to be the correct one, is 
that the demand and supply of idlt: balances determine tlic rate 
of interest. This intcrjsrctation must be rejected, however, even if 
we grant that the demand*‘for idle balances is intcrcst**elastic, because 
there is no such thing as a supply of icHe balances distinguishable 
from the total supply of money 

The second interpretation, the one perhaps most widely accepted 
now, is that adopted by Professor Hicks,'*** namely, that the rate of 
interest is determined by the total demand and supply of money. 
This is also untenable as a separate theory of interc.st Since the 
total demand for money and the total supply of money obviously 
determine all prices, not only the rate of interest, we ('an accept this 
as a theory of interest only if we arc willing to take as given all 
prices other than the rate of interest. But this would leave only the 
supply and demand of securities as die effective parts of the demand 
and supply of money in determining the rate of interest. Hence 
under this interpretation the liquidity-preference theory becomes mere- 
ly a disguised form of the loanable-funds theory, whicJi says that the 
demand and supply of securities determine the rate of interest. 

^^Conclusions based simply on an observation of the relation between 
interest and the rate of saving arc apt to be misleading, since ceteris paribus 
conditions do not obtain where changes in the rate of interest affect money 
incomes. Gf. Dan Throop Smith, Dsficiis and Depressions (New York, Wiley, 
1936}, pp. 75-76. 

®®Gf. Knut Wickscll, Interest and Prices (London, 1936), p. 108: "The 
money rate of interest depends in the first instance on the excess or scarcity 
of money** 

**^Thc discussion of the first two Is based upon an article by Dr. WillJam 
Fellncr and the present writer, “Alternative Monetary Approaches to Interest 
Theory," Revteur of Economic Siatisticsj February, 1941. 
and Capital, Gh. XII. 
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A third interpretation — and the only one under which the liquidity- 
preference theory can really be considered a separate theory of 
interest — arises from the analysis in earlier parts of this paper. The 
total demand and supply of money determine the marginal rate 
of return on cash^ which, through the purchase and sale of sccuritlesj 
is constantly kept in adjustment* with the rate of interest. In this 
way the demand and supply of money “determine” the rate of 
interest and the liquidity-preference theory comes into its own once 
more. 

Even under this sympathetic interpretation, however, the liquidity- 
preference theory has definite limitations. If we assume that adjust- 
ments among the rates do take place, then changes in either product- 
ivity or thrift can affect the rate of interest directly (in the sense 
that it need not act through the demand for cash) by affecting 
the marginal rates of return on production and consumption and 
thus the rate of interest.^* As was previously pointed out, any change 
in these will result in a mutual adjustqient among all four rates 
of return (barring infinitely elastic curves).*^ The view that the rate 
of interest may be affected without an immediate change in the 
demand for cash is reinforced by the consideration that the business 
of buying and selling securities requires cash balances, just as docs 
the business of buying and selling goods. Where we have an arbitrary 
monetary policy as well as various frictions and “irrationalities,” the 
rate of interest may even change without an equal change taking 
place in the marginal rate of return on cash for some time* Under 
cither* of these sets of conditions the liquidity-preference theory must 
be rejected as an explanation of the way in which the rate of interest 
is determined. 

Monetary Theories; The Loanable-Funds Theory. The 
loanable-funds theorists make use of productivity, thrift, liquidity 
preference and changes in the amount of money. These factors arc 
considered to affect the demand and supply of loanable funds which, 

83 Mr, Keynes has only agreed that productivity and thrift can affect 
the rate of interest indirectly, i.c through the demand for money. For an 
account of this controversy sec E. S. Shaw, ‘Talsc Issues in the Interest 
Theory Controversy,” Journal of Political Economy, December, 1938, pp. 838- 
856; and D. H. Robertson, Essays tn Monetary Theory (London, 1940), 
Gh. I. Gf. N. Kaldor, lievi&U) of Economic Studies, June, 1939, pp. 232-235, 

An argument running in terms of uUlity-maximization and showing how 
the rate of interest could be affected by a direct transfer from production 
and/or consumption to securities, without immediately affecting the demand 
for cash, was pointed out to the writer by Professor Howard S. Ellis. 

8<Cf. O. Lange, op. cit,, p. 19, and the writer^s paper, Review of Economic 
Studies, February, 1940, pp. 136-137. • • 
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by thoir interaction, determine the rate of interest, Coneliisions 
derived from their analysis arc essentially the same as those obtained 
above and it is unnecessary to repeat them, particularly since a ratlier 
romplctc description of the theory is readily available elsewhere,”" 

A possible explanation of the relation between the iKiuiclity- 
preference theory and the loanable-funds theory arises directly from 
the abewe discussion. According to the loanable-funds tlicory, the 
rate of interest is determined by the demand and supply of loanable 
funds. According to the liquidity-preference theory tlic rate of 
interest is determined by the demand and supply of cash. These 
statements arc mutually consistent, provided that we interpret tlic 
liquidity-preference theory, as above, to mean that the demand and 
supply of cash determine the marginal rate or return on cash, which 
through the purcliase and sale of securities, is made cqpal to the 
rate of intcicst by a process of mutual adjustment. This explanation 
of the relation between the two theories resembles that suggested by 
Mr. Lemer, whose analysis makes it clear that the rate of interest 
equates the demand and supply of cash only at the point where 
equilibrium is attained between cash and securities (claims)."" 

Vauditv of the Theories of Initerest, Trom the above ana- 
lysis is follows that every one of the “theories** takes ac('ount of 
factors which must be considered in any discussion of the rate of. 
interest. The time-preference theory gives the leading rale to the 

Robertson, op. cit,, ond Gottfried von Hnbcrlcr, Prosperity and 
Depression (Geneva, 1939), Oh. 8. Of. J. A, Schuinpctcr, Business Cycles 
(New York and London, 1939), Vol, I, pp. 123-129, Vol. II, pp. 602-607, 
and earlier writings. 

Davenport’s loanable-funds theory is similar to the above, except that 
although it lays stress on the fact that changes in the amount of money alTcct 
the supply of loanable-funds and thus the^ rate of interest, it docs not seem 
to give a place to the demand for liquidity* Davenport's position among 
the monetary interest-theorists is secure, however, for he says, “Of only so 
much as this — which is enough for the present puqiosc — is the present writer 
confident: that the problem of the supply of loan fund and of the interest 
rates paid for low is. for any given time and situation, rather a banking 
problem, a question ot the volume of circulating medium and the uses for 
which it is offered, than a question of the aggregate wealth of society, of 
the source or nature of it, or of the abstinences conditioning the existence 
of any part of it. XiOng-time equilibria are no part of the problem of the 
Current supply of funds or of the current interest rates." {The Economics 
of Enterprise^ 1913, p. 350 n.) 

*"In Figure 3 of his "Alternative Formulatiofis of the Theory of Interest," 
Economic Journalj June, 1938. For a discussion of other parts of his article, 
sec Hnbcrlcr, op. cit. It should be observed that Mr. Lerncr uses the term 
claims broadly to include all assets other than cash. 

In his recent article, "Some Swedish Stepping Stones in Economic Thcor/* 
(cited above), pp.^578-579, Mr. Lerncr speaks of changing the rate of interest 
by affeoting the demand for or supply of "cash and/or debts." 
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marginal rate of return on consumption; the marginal-productivity 
theory gives it to the marginal rate of return on production; the 
Hquidily-prefcrence theory gives it to the marginal rate of return 
on cash; and the loanable-funds theory deals directly with the rate 
of interest, the marginal rate of return on securities. To the extent 
that people act in accordance with the marginal principle, there 
tends to be equality among all four marginal rates of return. None 
of them can be ignored, for they all play a part in the adjustment 
which takes place when the equality among them is upset. It is 
not difficult to imagine various sets of conditions under which each 
of the rales would set the pace, thus giving the corresponding “theory” 
the right to be called the theory of interest. 

Where we have an arbitrary monetary policy, however, only the 
loaiiublc-funds theory fully explains the changes in the rate of in- 
terest.’’^ By influencing either the demand or supply of loanable 
funds the monetary authority can change the rate of interest at 
will The other marginal rates of i^turi^ then have to follow along 
as best they can. To the extent that the marginal principle is not 
fulfilled, there is no assurance that these marginal rates of return 
will ever actually come into equality with the rate of interest. In 
such circumstances even the liquidity-preference theory becomes in- 
valid, since the marginal rate of return on cash cannot be assumed 
to remain in constant adjustment with the rate of interest,'’® 

^"This is true also of the liquidity-preference theory under the second 
interpretation, whereby it is merely a disguised form of the loanable-funds 
theory. 

^ ^Within the limits set by horizontal segments of the cash, production 
and consumption curves. 

^^Thls holds not only for the liquidity-prefet^cc theory under the third 
interpretation. The monetary authority may establish a certain rate of interest 
through security purchases or sales, but the public may fail to buy or sell 
a sufHcicnt number of securities to change its cash holdings to the point 
where the marginal rate of return on cash is equal to the given rate of interest. 



CHAPTER XIII 


The Changing Significance of the Interest 
Rate* 

HBHRT C. WALLICHi 

T he growth of the public debt is bringing to a head a trend which 
has been under way since the early thirties: the weakening of 
the rate of interest, both in practice and in economic tlicory, as an 
instrument for cyclical control of business activity. At the same time, 
the debt is giving new irnportancc^ to the interest rate as a factor 
influencing the distribution of national income^ the income of certain 
groups, and the value of capital assets. In this paper it will be argued 
that what we have been witnessing is in fact a sliift in the main 
functions of the interest rate. If this hd* true, we shall have to reorient 
our thinking, so as to pay less attention to credit stimulation or re- 
striction, by means of low or high rates, and more to die influences 
of such rates upon the incomes of interest receivers and interest 
payers and their capital position. In concrete questions of public 
debt management, the new viewpoint is already becoming apparent. 
Economic theory, which frequently is running one lap behind practice, 
may do well to catch up. 

Most of the facts and arguments entering into thc' matter arc 
well known. To this extent, the task of this paper will mainly be 
to add them up to a conclusion, I shall make an effort to stress the 
newer positive functioiu of interest, in order to counter the belief 
prevalent in some circles that the interest rate as a policy instrument 
is altogether a has-been. In conclusion, I shall endeavor to appraise 
the current debate for and against low rates in the light of their 
changing significance. 

^American Economic Review, Vol. XXKVI, No. 5, December, 1946. 
Reprinted by courtesy of the American Economic AsBOciation and the author. 

f Acknowledgment is made to Mr. P. Glacssncr for his help with the 
jtatistica] material in this article^ 

The author is chief of the Foreign Research Division of the Federal 
Reserve Bonk of ^ New York, The views he expresses arc personal opinions 
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I. The Great Disilludontneni 

Few people today would deny that the stature to which monetary 
economists in the past built up the interest rate as an instrument 
of economic control was greatly exaggerated. Idealizing the fair 
weather experience of the Bank^of England before 1914, many of 
them allowed themselves to be seduced by the analytical elegance 
of the instrument, probably without having a very realistic apprecia- 
tion of what really had made bank policy work. For, despite a fairly 
widespread faith in the effectiveness of the instrument, there was 
no unanimity as to its modus operands Was it chiefly through its 
effect upon the cost of short-term accommodation, or that of long- 
term investment, or through its impact upon the balance of payments, 
or perhaps through some other factor? Each group of interest policy 
enthusiasts .was able to bring strong arguments against the beliefs 
of rival groups. Mr. Hawticy trying to disprove Mr. Kciyncs*s faith 
in the long-term rate was only a shade less convincing than Mr. 
Keynes in disproving Mr. Hawtrey on the short-term rate. Despite 
these doubts, economists worked out bewildering patterns of interest 
policies, with varying spreads of rates and subtle variations therein, 
prcannounccd and not prcai\nounced, which, in the words of one 
observer, were more apt to give business men a nervous breakdown 
than to guide their investment decisions. 

Interest in monetary control as an anticyclical weapon was at 
its height around 1930. Then came a decade of curiously conflicting 
experiences. In the United States, interest rates declined to very low 
levels without succeeding in arresting the collapse of the early thirties 
or in restoring normal activity later on. It was, as Professor Hansen 
has pointed out, something in the nature of a laboratory test, with 
very discouraging conclusions for monetary policy. In Great Britain, 
on the other hand, a more moderate decline in rates was succeeded 
by a considerable pickup in investment activity. No doubt this could 
be explained in a variety of ways independently of interest levels. It 
was believed, nevertheless, that at least the famous British housing 
boom of the middle thirties was strongly influenced by low interest 
rates. British experience, therefore, appears to have been less at 
variance with the hopes of the twenties than American. 

This may explain wfiy Keynes continued to regard the interest 
rate as a major investment factor,' although his way of looking at 
it changed considerably between the Treatise of 1930 and the General 

i"An Open Letter to President Roosevelt,” New York Times (Dec. 31, 
1933). • 
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Theory of 1936. In the later book, the rate of interest ceased to be 
the willing servant of the monetary autlioritics and bc'cainc instead 
something like a malevolent genie, whose refusal to shrink at their 
bidding tended to hold back investment. Monetary jjolicy became 
a one-way affair, to be employed^ aggi’cssively only when lagging 
investment called for lower rates. The deliberate raising of rates to 
curb an occasional boom was to be avoided ^*likc hell-iirc” bccaiisi^ 
the rate could not be brought down fast enough in the succeeding 
depression. 

Toward the end of the thirties, a few economists, in scarcli of a 
new ap] 3 roach to the question of interest costs, did somctliing which 
to strict theorists must have looked almost like hitting below the belt: 
they asked business men about it. The* reply was, by and large, that 
interest was a minor element in costs and certainly very far from 
playing a decisive role in investment decisions.^ Under the combined 
onslaught of adverse experience, critical analysis, and factual inquiries, 
the defenders of the interest rate were, forced to retire into the rele- 
tively unexplored territory of very long-term invcstin(‘nt, such as 
utilities and housing. Even there, however, tlicir position remained 
insecure, because it was pointed out tljat over very long investment 
periods uncertainty tended to become so great as to obscure neat 
profit calculations based on money costs.^ 

Today the inflationary pressure prevailing in this country, which 
stems both from the physical consequences of the war and from the 
manner of its financing, has once more turned our eyes toward 
interest policy as a means of boom control. The debate has been 
lively, but fox practical purposes the conclusion seems inevitable that 
in this direction, too, the potentialities of monetary policy have be- 
come very limited. Obstacles which stand in the way of really effective 
monetary boom control have frequently been analyzed; today such 
obstacles arc more numerous and less surmountable than ever, owing 
to the situation created by our public debt, A particularly effective 
statement of the case is that by Professor Seltzer in his article ”Is 
a Rise in Interest Rates Desirable or Necessary?” in a recent issue 
of the American Economic Review.^ Briefly, the conclusion is that 

®C/. J, E, Meade and P, W. S. Andrews, ‘'^mmnry of Replies to Ques- 
tions on Effect of Interest Rates,” Oxford Econ, Papers, No. I (Oct., 1938), 
pp. 14-31; J. F, Ebcrsolc, **Thc Influence of Interest Rates Upon Entre- 
preneurial Declsiom in Business,” Harvard Bus, Rev,, Vol, XVII. No. 1 
(Autumn, 1938), pp. 33-39, * 

U* R. Hicks, Value and Capital (Oxford, 1939), pp. 223-226, 

^Vol. XXXV,. No. 5 (Dec,, 1945). pp. 831-85(f Also see Alvin H. 
Hansen, Stability and Ex{>ansion," in Pinaneing American Prosperity (New 
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a mild rise in interest rates would probably do little to restrain ex- 
pansion, and by a very severe tightening of credit might overshoot 
the mark and perhaps throw us into a downward spiral, while also 
producing serious repercussions in other directions. Thus, both as an 
anti-depression and an anti-inflation device, traditional interest policy 
appears to be stymied. 

The weakening of the ease for cyclical interest rate policy leaves, 
however, the possibility of a secular approach. If interest rates arc 
not strong enough to control booms and depressions, they may never- 
theless be sufflciently powerful to affect the general trend. If, in the 
long run, stagnation is more likely than inflation, low interest rates 
may go at least part of the way in combating this tendency. This, 
I believe, is the main economic argument employed by the public 
debt authorities in defense of their low interest policy, the emphasis 
on budgetary savings being resorted to more for its political appeal. 

There is disagreement, of course, regarding the major premise of 
the case — do we really face a secular stagnation trend? A majority 
of economists, however, if pressed, would perhaps subscribe to the 
view that stagnation is more Hkely than overactivity, if one or the 
other extreme is to prevail. But then a second issue remains to be 
raised: If rates are permanently low, will they have the same stimu- 
lating potential as falling rates? Or is the effect of lowered rates 
likely to be strong at first and diminishing later on? On the degree 
to which low rates retain their stimulating potential depends their 
value as a long-run weapon. 

A high rate, in so far as it has any investment effects, prevents 
the making of certain investments. But what happens to these un- 
fulfilled investment opportunities? Are they lost fotever, or will they 
gradually become feasible even at the higher rate, through techno- 
logical progress, internal capital accumulation, rising demand? When- 
ever investment opportunities are of the latter type, a lowering of 
rates will merely advance the day of their realization but will not 
add to the total. Them would be an immediate bunching of invest- 
ments, but soon this would slow down to the old pace, much as in 
the case of a shift to the pay-as-you-go income tax. On the other 
hand, where investment opportunities do not gradually tend to move 
up into the “feasible’* category, they will be lost unless rates are 

York, Twentieth Century Fund, 1945), pp. 250-255, .and my article, “Debt 
Management as an Instrument of Economic Policy,** Amer Econ, Rev , Vol 
XXXVI, No. 3 (June, 1946), pp. 292-310. a 
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lowered. In that ease a lowering of interest rates will bring an en- 
during increase in the amount o/ invcstniciit per unit of time. 

One can easily visualize investment opportunities of both types. 
Which of the two is more frequent would be hard to say. But I 
suspect that those which eventually arc realized in any ease arc 
sufficiently numerous to put a considerable dent into the ease for 
permanently low rates as an investment stimulant. 

If the effectiveness of lower interest rates diminishes with time, 
the timing of the operation bcroincs important Lower rates would 
have to be regarded as ammunition not to be wasted prematurely. 
It seems, therefore, that a polic'y of lowering rates now would not only 
aggravate needlessly the existing inflationary trend, but might also 
impair their cfl'ectivcncss later on. 

We may conclude that, on the whole, the case for permanently 
low long-term rates has merits, if we arc willing to regard stagnation 
as our primary long-run danger. These merits, however, can easily 
be over-stated and a further rate reduction now might defeat its 
own longer-run purposes, 

II. The Availability of Money 

While the interest rate was slowly dcglainorizcd, another train 
of thought was being pursued which centered on the availability of 
money, in contrast to its cost It seemed as if the arguments serving 
to minimize the weight of interest costs in business decisions were 
proving too much. If they contained the whole truth, the wonder 
was not that the monetary policy had worked poorly, but timt it had 
worked at all. Observation of the practices of bankers and security 
underwriters confirmed the suspicion that the price of money was 
by no means the only factor detennining its supply. On the contrary, 
it became apparent Aat deliberate rationing, risk elements, and jjlain 
deficiency of organization interfered so much with the “perfection**' 
of the market that the interest rate might be regarded more as a 
symptom of the availability of money than as the truly causal factor 
regulating supply and demand,® 

This trend of thought deserves to be pursued a little further. 
For while it is in a sense destructive of traditional interest rate 

^Cf, Keyneses comments on the "unsntisficif f rinse of borrowers** in the 
Trsalise, Vol. 11, pp. 364-367; J. R. Hicks on the avnilability of money, in 
“Mr, Ha^vtrey on Bank Rate and the Long Terra Rate of Interest,** Man- 
chasteT School, Vol. X, No. 1 (1939), p. 35; and F. A. Lutz, ‘The Rate of 
Interest in a Dynamio Economy ” Amer, Eeon. Reu,, Vol. XXXV, No, 5 
(Dec., 1943), pp* 828-829. I am greatly indebted to Mr. H, V. Roclsc for 
his observations on the iillportance of availability. 
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theorizings it also throws light upon some new approaches to monetary 
policy. We shall survey the factors which limit the availability of 
money under the three headings already mentioned: (1) rationings 
(2) risk, and (3) deficient organization. Each one plays a distinctive 
role in the credit picture which may often outweigh that of the 
interest rate. * 

A. Rationing. In the good old days of discount policy, it was often 
observed that a raising or lowering of the rate tended to tighten or 
ease credit more than in proportion to its immediate effects upon 
the banking position, by virtue of its psychological influence In the 
action of the central bank, bankers could read the undci lying motives, 
saw the authorities’ appraisal of the business situation, and found 
indications of future official policy. It was natural that, in anticipation, 
they should react not only by changing their rates, but also by try- 
ing to bring about the desired contraction or expansion by direct 
action upon loan applications. This propensity would be intensified, 
in the United States, by the bankers’ distaste for remaining in debt 
to the Federal Reserve. "We’re sorry, our funds arc fully invested” 
was a perfectly good answer to a not-too-good client, particularly in 
the days before the habitual presentation of the borrower’s statement, 
when insistent requests for loans were more apt to cause an un- 
favorable impression. The same action to expand and curtail loans, 
accompanied by but only in part effected through changes in rates, 
would be natural if the banker’s own views of business conditions 
should take a more cheerful or more skeptical turn. 

Similar procedures are common in the long-term capital market. 
Underwriters become more hesitant when they anticipate a drop in 
security prices, since to see an issue decline sharply soon after its 
sale is not a pleasant experience for the banker. Thus, the supply 
of credit can be varied rather substantially by direct action, without 
the large changes in interest rates which probably would be needed 
to equate supply and demand. 

How far monetary policy owes its effects to its influence over the 
“rationing” practices of lenders, as contrasted with the pure cost 
effect of higher or lower interest rates, is of course hard to say. One 
may suspect, however, that the rationing element is the more import- 
ant one. To the extent tBat this is true, one might argue that even 
today, when interest rate manipulation as such seems to be a less 
promising means of control than ever, central banks could achieve 
something by its means if the business community accepted it as an 
implied official forecast of business conditions^ All things considered. 
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however, this, too, seems rather a forlorn hope, for the voices of 
central bankers today arc apt to be only part of a large oflicial 
chorus, or else crying in the wilderness. 

B. Risk. A second non-interest factor which greatly innnenccs 
the availability of credit is risk. All intcit\st ratcs^cxccpt ])crhaps 
those paid by a few governments m their own countries — include a 
premium for credit risk in addition to the liquidity preference pre- 
mium, Attempts have hen made to interpret all and any obstacles 
to the free flow of credit as due to a risk premium — ^including failure 
of would-be borrowers to get any money at all,** This, however, 
appears to be a little strained. A specific recognition of other circuni- 
stances which may interfere with the free flow of emdit, such as 
over-all rationing or lack of organization, seems preferable. 

The level of the risk rate varies, of course, with tlic credit of the 
borrower. Moreover, the premium which the Icss-than-gilt-cdged 
borrower must pay may take forms other than interest, such as an 
inconveniently short maturity, or surrender of a share in control. 
Also, in the ease of non-ncgotiablc loans, them may be a subjective 
element in the risk premium reflecting the familiar principle of in- 
creasing risk, the fact that the lender’s apprehensions rise witli 
the proportion of his capital tied up in a single commitment. For large 
banks, whhrc this aspect is less important, on(* may siigg(*st that the 
risk rate, on average, ought to be reflected by the loss ratio ov('r a 
period of years. 

In the case of negotiable loans, holdings can be spread over a 
sufficiently wide number of people to avoid running into the principle 
of increasing risk. Here the discount from the yield on governments 
might be regarded as a measure of the risk rate. It must be added, 
however, that this allowance may be less than the true risk factor. 
In the lower grade bonds, the risk of loss is in some measure offset 
by the possibility of appreciation, if the borrower’s credit should 
prosper. To that extent lower grade bonds partake of the character 
of equities, whose yield usually docs not .differ from that of bonds 
because the much greater risk is balanced by chances of gain. 

The following table shows the level of the “pure” interest rate 
(long-term governments) contrasted with liic average yield on bonds 
carrying A and B ratings, respectively, and the proportion of these 
yields which is accounted for by the risk rate* 

«C/. the discussion of this question by Arthur W. Mnrgct, Tht Theory 
of Prices (New Yoik, 1953), pp. 222-227. 
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Table T — “Pure” Long-Term Rate and Rtsk Rates' 


Long-Term Grade A Risk Rate Grade B Risk Rate 
Year Government Corporate on Railroad on 

Bond Yields^ Bond Yields^ A Bonds' Bond Yields^ B Bonds' 


1929 

3.60 

5 28 

1.68 

7 61 

4.01 

1932 

3.6B 

7.20 

• 3.52 

9.39« 

5.71 

1936 

2 65 

4 02 

1 37 

6.60 

3.95 

1938 

2 56 

4 22 

1.66 

9.87 

7.31 

1945 

2 37(1.66) 

2 87 

.50(1.21) 

4.47 

2 10(2.81) 

Dee. 1945 

2.33(1.51) 

2 79 

.46(128) 

4.23 

1.90(2 72) 

Apr 1946 

2.08 

2 69 

.61 

4.22 

2 14 


'Annual average yields except in December, 1945 and April, 1946, when 
they arc monthly averages. 

^Long-term government bond yields assumed to represent “pure,” t.e , 
riskless rate. This “pure” rate is best represented by the yield of fully taxable 
long-term government bonds. However, as no fully taxable bonds were issued 
prior to March, 1941, the yields of partially tax-exempt long-term government 
bonds had to be used prior to that elate As a result the yields for that period 
combfiic with the “pure” interest rate as an inseparable element formed 
by the advantage of partial tax exemption. It is felt, however, that the results 
are acceptable in principle since the lower tax rates of earlier years make 
the partial tax exemption relatively unimportant It should be noted that 
even the “fully” taxable government bonds arc exempt from state taxation. 
Bracketed figures continue the partially tax-exempt senes 

^Mood/s Grade A corporate bond yields have been used, representing 
a high-grade, relatively stable series As no composite corporate series with 
a rating below Baa exists for the* period in question, Standard and Poors 
Grade B Railway bond yields were chosen as typical of a relatively low-grade 
and volatile series. 

'Risk-rate; premium paid over and above pure rate 
"No composite data exist for 1932 owing to the very small 
issues which paid interest during the year The yield for December, 1931, 

^^*SourM8?* Board of Governors of the Federal Reserve System, Standard 
and Poor’s Current Statistics, 


The data indicate, as one would expect, that the risk rate is 
determined in varying degrees by business conditions and by the level 
of the interest rate itself. The lower the grade of the securities, the 
wider is the fluctuation in the risk rate, to the point where its swings 
quite outweigh those of the pure rate. And when a low pure rate 
coincides with good business conditions, as in 1936 and particularly 
at present, the risk rate is driven down sharply because investors hard 
pressed for income are forced to take bigger chances in order to 
get a satisfactory yield.^ 

But the effect of the risk element goes beyond the chai^ which 
it imposes upon the borrower. For when it becomes too large, it may 


iThe extraordiaarify small spread now prcwiling between Aaa and A 
grade bonds, however, is to some extent due to the fact that the 
mostly held down by their cal! prices and that the latter tend to benefit 
from this technical situation. • 
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altogether prevent the granting of credit. At any time there is a 
more or less conventional range of rates on loans^ negotiable and 
otherwise^ which limits the maximum risk premiums that can be 
arranged for. Banks and investors usually prefer not to become in- 
volved in dubious situations^ even if^they believe their actuarial risk to 
be adequately compensated for At present^ for instance^ it is hard 
to think that debentures with a 7 per cent coupon could be marketed^ 
although there are probably enterprises which would be willing to 
pay such a rate But if their credit is so poor that such a risk pre- 
mium would be called for, then they simply cannot get the loan. 
They may be able to resort to stock financing, or to the sale of con- 
vertible senior securities, but in many instances their access to the 
capital market may be effectively barred ^ This is particularly apt 
to happen during depressions. The data of Table I show, for instance, 
that grade B risks could not possibly have been floated in 19^2-34 
or in 1938. 

This brings us to the following conclusions regarding the clTect 
of risk upon the availability of credit. 

1. In so far a.s risk can be compensated by paying a prciniiun 
over the pure rate, it results in an additional cost. The consider«ition8 
which apply arc the same which are applicable to pure in teres c costs, 

the risk premium to be paid probably docs not weigh heavily 
in most business decisions. 

2. In so far, however, as the risk element prevents financing 
altogether, or allows it only under very favorable conditions, it may 
constitute a serious obstacle. This is all the more important because 
of the cyclically perverse fluctuation in risk, which makes it largest 
when credit expansion is most needed. 

3. The tendency of the risk rate to be driven down dharply by 
a combination of low riskless rates and good business conditions 
injects an additional element of instability into the economy. Actuarial 
risks may be inadequately covered, so that banks as well as institu- 
tional and other investors may find themselves in a weak pasition 
in the next depression. 

G. Deficient Organieatioiu The failure of many sectors of the 
money and capital markets to respond to thyc easy money policy of the 
thirties drove home the fact that these markets arc not nearly so 

^Cf* the comment of H. C. Sonne, in a debate with Professor Samuclaon, 
that present low rates tend to cut off smaller firms from long-term credit. 
"Is the Easy Moiuy Policy a Sound One?** Modem Industry (Jan. 15, 1945), 
pp, 1 13-126. • 
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fluid as sometimes assumed. Hence the profusion of credit agencies 
created by the federal government during those years in an earnest 
if not very wcll-t oordinated cffoit to make money available to neg- 
le(‘tcd and otherwise ill-favored borrowers. That this problem to- 
day is far from solved^ is shown by the high cost of credit in some 
small town and rural areas and by the persistent clamor for better 
capital financing facilities for small business, 

D, Conclusion Regarding AvatlabilUy. The foregoing discussion 
confirms the view that the availability of credit, governed by credit 
rationing, risk, and organization, is in many respects more important 
than the interest rate as such. Such successes as monetary policy has 
scored in the past appear to have been due more to the rationing 
of credit than to changes in its cost. On the other hand, part of the 
failures of monetary policy have probably been ascribabic to the per- 
verse action of the risk factor and the sluggish response of the remoter 
sectors of the market If monetary policy is to be revitalized, there- 
fore, the most promising approach would be,* not by way of attempting 
to ‘‘regain control of interest rate,’* but by obtaining some measure 
of control over risk factors and over the rationing process, and by 
improving the market. 

This points, of course, in the direction of qualitative controls, in 
which a nuinhcr of hesitant steps have already been taken. Guaran- 
tees of mortgages through FHA, of certain export credits through the 
Export-Import Bank, of V loans tlirough the Federal Reserve, of 
GI loans through the government, and of foreign loans through the 
International Bank, arc attempts to cope with the risk problem. 
Regulation of down payments for consumer credit and variation of 
margin requirements for stock exchange loans (regarded by many as 
little effective), aim at availability from another direction. The 
creation of official lending agencies, to overcome deficiencies of the 
market, has already been mentioned. These measures arc capable 
of extension to other fields, and new ones deserving of study have 
frequently been suggested,® By thoroughly exploiting these new ap- 
proaches, and by coordinating their application, a new form of 
monetary policy could evolve. This rejuvenated instrument would 
rely only to a minor degree upon interest rate variations, which 
would thus quite frankly relinquish thrir credit control functions 
and could be employed more effectively to fill the newer roles which 
the interest rate is acquiring in our economy. 

«C/. Alvin H Hansen, Qp. ciU, pp, 252-255, • 
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III. The Alloeation of Capital 
So far wc have been concerned with the incrcahing impotence 
of the interest rate as an instrument for controlling over-ail invest- 
ment. Attention remains to be drawn to its likewise increasing dc- 
Rciency as a selector of investmextt projects. 

Under idealized conditions^ the interest rate serves to channel 
a scarce resource^ savings^ to the most cfTcctivc uses. Today^ however^ 
this is very questionable. In the first place, tliis function becomes 
superfluous in an economy where the supply of savings tends to out- 
run the demand. As to whether and to what degree this is the ease 
in our present cconomcy, everybody is entitled to his private opinion. 
In the second place^ the interest rate is doing an increasingly poor 
job in the allocation of capital even under conditions of full em- 
ployment, Business savings obviously are beyond its control; they 
tend to be invested, if at all, in ventures similar to those by which 
they were generated. Moreover, when internal savings are insuffi- 
cient, established businesses can get outside funds on the strength 
of their general credit standing, which now leaves new firms at an 
enormous competitive disadvantage. As new business investment 
has come to be carried out inci^asingly by old firms, the .selectivity 
of the interest rate has become progressively impaired. Finally, it 
may be noted that government action has also interfered witli the 
allocation function of the interest rate. Guarantees for certain loans 
and tax exemption for municipal and state bonds may be mentioned 
as examples without implying any criticism of this type of interference. 

IV. Interest in the National Income 
In the preceding sections, we have traced the decline — tliough 
perhaps not the fall— of the role of interest as a regulator of invest- 
ment, We now come to the positive part of the argument: the 
increasing importance of interest as a national income factor. This 
increase b in part a relative one, resulting from the de-emphasis of 
the interest rate’s other and more spectacular functions. In part, 
however, it is also a more positive phenomenon. 

Interest payments and the interest rate have several ^aspects as 
income factors. One is the total volume of such payments and its 
relation to total income. Another is the* influence of interest pay- 
ments upon the distribution of income. A third is the much debated 
influence of the interest rate upon saving. Fourth, there is the effect 
upon the capital value of assets which results from a change in rates. 
These and various others will now be discussed. 
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A, The Volume of Interest Payments, To begin with^ wc shall 
study the total volume of interest payments in our economy. Many 
forms of income which economically have their origin in interest^ 
arc not actually received in that form. Of the return on invested 
capitalj for instance, a part should he regarded as interest, in the 
light of distribution theory, but in practice this part is hopelessly 
mixed up with profit, distributed and otherwise. Much the same 
is true of rent. The problem is complicated by the interest receipts 
of business, hnanrial and non^financial intermediaries, which often 
do not pass on this interest in the same form. 

On the other hand, there are certain interest receipts by business 
which are really payment for a service, ue, for out-of-pocket costs. 
In the absence of such interest receipts, these businesses would 
have to make otlier charges. Services rendered by banks arc the most 
obvious instance. One may reasonably argue that interest receipts 
covering such services arc not economic interest in a full scnsc.^^ 

A calculation of economic interest in tHb national income, made 
in a very rough manner for the year 1945, yields an estimate of 12 
to 14 billion dollars. This includes (1) interest on the federal debt 
at the computed rate, but excluding part of the payments to banks, 
regarded as compensation for scrvicesi (2) odier interest in accord- 
ance with an adjusted version of the present Department of Com- 
merce series, admittedly not a very perfect one, (3) an allowance 
for the imputed interest element in the return on the net worth of 
corporations, at a rate of 2 14 cent, and (4) a similar allowance 

for the interest clement in profits of unincorporated business, ip farm 
incximc, and in rent. The total thus derived represents the aggregate 
of economic interest payments in the national income, but it should 
be regarded, not as a statistical computation, but as an indication 
of the order of magnitude of these payments. In a sense, the estimate 
is a “test of significance,” indicating, in my opinion, that interest 
plays an important role in the national income, much more so than 
would appear from the volume of contractual interest payments. 

The size of a 12 to 14 billion interest payment in 1945, measured 
against the 160 billion national income, is perhaps not particularly 
impressive. Nevertheless, it, is as much as the net income of agri- 
cultural proprietors during that year. Moreover, these 12 to 14 
billion interest payments were brought together at very low rates. 

lOThc grounds on which the Department of Commerce excludes interest 
receipts of most businesses from its national Income series on intoi-est payments 
are somewhat different. 
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While a rise in rates would have little immediate influenre on long- 
term interest payments, with the passage of time it would be reflected 
to an increasing extent in contractual and imputed interest payments. 
At the rates prevailing in 1929, after these had had tinii; to become 
effective, total interest might b«; something like 18 to 20 billion, 
or about 12.5 per cent of a 150 to 160 billion of income. 

A further drop in rates from today*s levels, on the other hand, 
would be reflected more rapidly in payments, since many outstand- 
ing obligations would be refunded. It is evident, therefore, that 
variations in interest rates arc quite capable of producing substan- 
tial variations in this sector of national income. 

Whether or not the relative importance of interest in the national 
income has increased over earlier years is a different question. Tenta- 
tive calculations seem to indicate that the proportion of interest to 
income today is lower than in 1929, for instance. But this is due 
primarily to the prevailing low level of rates, which might not be per- 
manent, The base upon^vhich interest payments rests, f.c, the total 
volume of debts plus other income-earning assets to which interest 
may be imputed, probably is larger today relative to income than 
it was in earlier years, thanks to the, growth in the public debt. Otu* 
might therefore aiguc that potentially, ie,, if rates should rise, in- 
terest seems to be more important today than formerly. But the 
likelihood of a return to rates like those of 1921 has fallen as the 
debt has risen, for obvious reasons, and a summary statement about 
the importance of interest payments relative to earlier years theie- 
forc is hardly possible. 

B, Redistribution of Income. Who pays this intert'st and who 
gets it? Government interest is paid out of taxes, most other interest 
out of production. In either ease it is clear that the fact that some 
individuals receive interest reduces the income retained by or re- 
ceived by others. (This does not dispute in the least the economic 
or social justification of interest; it merely follows from the principle 
that “the more there is of mine, the less there is of yours, “ once the 
size of the pie is given.) The second group, therefore, are the “in- 
terest payers” in an ultimate sense, even though most of their pay- 
ments take the form, not of contractual interest, but of higher taxes 
and of lower wages, lower profits, and higher jirices. As to the 
distribution of the burden among profits, wages and prices, one 
would expect the latter two to absorb most or all of it in die long run. 
In the shorty run any variation in interest costs, contractual and 
imputed, may impinge primarily upon profits. Eventually, however, 
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such gains arc apt to be competed away and cost increases to be 
passed on.“ Very probably this process of competing away and 
passing on moves more rapidly in the case of out-of-pocket interest 
costs than with respect to the pure interest element imputable to 
profits. But in the long run, it seems to be true that business profits 
move in the same direction as the pure interest rate, so that varia- 
tions in the latter arc not merely absorbed by counteracting varia- 
tions in the former, but carry over into prices and wages,** 

Thus the payment of interest, public and private, obviously, makes 
the distribution of income difTcrent from what it would be other- 
wise. It is not quite accurate to speak of this as a ledistribution of 
income, since interest, at least that on private debt, is a return to 
a productive factor and hence part of the original distribution of in- 
come. The use of the term “redistribution” in the present connection 
must be understood with this qualification in mind. 

Unfortunately, it is not possible to make a good estiinatc of the 
degree of redistribution, since we lack sufficient data on the owncr- 
.ship of interest-earning assets which would be needed to estimate 
the interest received in each income bracket There is no doubt that 
the great majority of the population participates in the ownership 
of assets to some degree, through insurance policies and savings 
deposits, if not through securities. The interest income of members 
of the lower-income brackets, however, is obviously a much smaller 
proportion of their incomes than that of wealthier people, since the 
latter arc able to save more and in some eases arc born wealthy. 

As for the amount of interest paid by individuals in different 
income brackets some rough estimates can be made. For thcT interest 
on the federal debt, I made an estimate in one of the Federal Re- 
serve Postwar Studies, on a per capita basis.^** This estimate rests on 
an assumed tax structure outlined in the same publication by Richard 
A. Musgrave. Conclusions based on Mr. Musgrave’s tax system 
hold fairly well for our present system, since the two do not differ 
too much in their degree of progressiveness. These figures arc com- 
puted in Table II to eliminate interest paid to government tmst 
funds and part of that paid to banks, which we have jjrcvioiisly 

the effect of present day low interest rates on the cost structure, 
cf, Albert H. Hahn ‘The Interest Rate Dilemma,’* Commercial and Financial 
Chronicle (Apr. 18, 1946), p. 2131. . . ^ v i_ 

* “Cyclically, of course, this tends to be obscured by the fact that high 
interest rates during the boom phase are usually associated with high wages 
and prices. 

eit., p. 90. 
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defined as a payment for services. They show that an individuars 
contribution to the federal debt service rises much more than in 
proportion to his income^ owing to the progressive character of the 
tax stiLicturc. As far as the federal debt is concerned, tliercfore, the 
greater interest content in high-bracket incomes is to some extent 
balanced, conceivably even overbafcxnred for some br.ieki^ts, by tax 
contributions to the debt service. 

Of the interest payments other than on federal debt contributed 
at given income levels, a very rough idea can be formed by cal'- 
culating the proportion of total private interest payments to national 
income, which for 1945 amounts to 6.2 per cent, and by assuming, 
therefore, that 6.2 per cent of the price of everything that is bought 
goes for interest. The non-fedcral “interest payments” — we shall call 
them “private,” although they also cover the state and municipal 
debt — of any person would then be 6.2 per cent of the volume of 
his purchases. (This result does not differ very greatly from what 
would be obtained by assupiing, more icalistically, that part of tlie 
interest burden falls upon wages instead of upon prices.) In Table 
II, the volume of private interest payments at dilTcrcnt income levels 
is given in accordance with what seems a plausible estimate of the 
propensity to consume at these levels', with certain adjustments.'* 
Obviously these figures have meaning only as an indication of orders 
of magnitude, not as precise estimates, and their usefulness is chiefly 
that of tests of significance. From tiicsc figures it appeal^ that the 
burden of private interest falls more heavily upon people in the 
lowcr-incomc brackets. In other words, private intcicst is financed 
by something akin to a sales and payroll tax, and tlic rc'sults arc 
correspondingly regressive. 

By adding together the contribution to federal and private in- 
terest, we obtain tlic .total interest burden at each income level. 
Table II shows that this burden is practically proportional to in- 
come, over the 1,000 to 10,000 dollar range. While this conclusion 
must be accepted with considerable reservation, it is nevertheless 
an mtexesting one. Worthy of observation is also the fact that it is 
the outcome of two conflicting tendencies: the progressive character 
of the federal interest burden and the regressive one of the private 
interest payments. A major shift in the pit)portion of federal and 

adiusiments try to lake into account the fact that a part of 
saved income, too, i> directly or indirectly employed in the purchaiK* of goods 
whose price contains an interest element. They also try to take Into account 
the fact, working in the opposite direction, that many of the goods consumed 
chiefly in the higher brack^s appear to contain relatively less interest. 
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private interest might bring one or the odier tendency to predomin- 
anec. 

Having thus worked up a rough sketch of the incidence of the 
interest burden^ we can draw even rougher conclusions as to the 
character of the redistribution of^ income produced by the interest 
flow Although we do not know what proportion inteiest receipts 


Table II ■ — Per Capita “Ij^terest Payments” at Different 
Income Levels 


Income 

before 

Taxes 

Contribu- 
tion to Fed- 
eral Interest^ 

Per Cent 
of 

Income 

Other 

Interest 

Payments^ 

Per Cent 
of 

Income 

Total 

Interest 

Payments 

Per Cent 
of 

Income 

$ 1,000 


1 0 

68 

6.8 

78 

78 



10 

121 

6 1 

141 

7.1 

1 7 ifil 

116 

29 

201 

5.0 

317 

7 9 


236 

4.0 

265 

44 

503 

84 


376 

4.7 

321 

40 

697 

6 7 

10,000 

544 

5.4 

373 

37 

917 

92 


'Adapted from table '^Contributions of T^xes to Debt Service Under 
Assumed Postwar Tax System” in author's “Public Debt and Income Flow/' 
Public Finance and Pull Employment, Postwar Econ. Stud. No, 3 (Board of 
Governors of the Federal Reserve System, 1946), p, 90. Based on federal 
interest payments at computed rate aggregating 4,6 billion dollars, which 
excludes a part of payments to baqks; see text. 

Klomputcd by applying the proportion of non-fcderal interest payments 
to total national income (6 2%) to the estimated expenditures at various 
income levels, 

constitute of income at different levels, it is obvious that it is an 
increasing one. Everybody agrees that the relatively rich save a 
larger proportion of their income than the relatively poor, which 
means that their interest receipts must also be a larger proportion,’® 
The results of the recent Federal Reserve survey of liquid assets 
amply confirm this belief.’® Thus, interest levied with a roughly pro- 
portional incidence upon the various brackets is received predomin- 
antly in the higher brackets. This clearly makes for greater in- 
equality in income distribution than would otherwise' prevail. 

The fact that interest payments in the various brackets are virtu- 
ally proportionate to income suggests that the additional inequality 
of income distribution produced by the interest flow is not so large 
as sometimes seems to be assumed. Nevertheless, this “redistribution” 
via interest is worthy of attention, particularly in view of the effect 

addition, many people arc rich precisely by virtue of their large 
interest incomes, quite independently of whether they saw much or little 
'a”National Survey of Liquid Assets,” Fed. Res Bull. (July, 1946), pp. 
574-580. o 
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which long-run changes in interest rates would have upon its mag- 
nitude. 

Obviously, there arc certain social implications in the impact of 
interest upon income distribution. An increase in rates, unless ac- 
companied by a rise in total income, would he quite; a setback to 
the inhabitants of the lower brackets. To a man with a 2,000 dollar 
income, a rise of long-term rates by one full percentage point might 
eventually mean an added interest burden close to 50 dollars annu- 
ally, once all adjustments have worked themselves out. The com- 
pensatory gain in interest receipts would make up for some of this, 
but, in the average case, certainly not for all. At a 4,000 dollar 
income, the extra gross burden might be around 100 dollars, but 
the degree of compensation through higher interest rcccij^t would 
be better. 

Certainly these added burdens arc too small to stand in the way 
of a higher interest rate policy if its adoption seems important for 
other reasons. But in the^ absence of ,surh reasons, there is at least 
something to be said for low rates on the grounds of social equity. 

V. Saving and ther Interest Rale 

Disquisitions about the supposed effect of the ifitcrc^st rate upon 
saving are apt to be shrugged off as inconclusive, unimportant, and 
rather tedious withal. Stimulated by the painful pressure; of falling 
rates, however, the subject has just recently come to life in various 
quarters, most conspicuously in comments about the rising cost of 
life insurance.*^ It may therefore be worthwhile to discuss the matter 
in the light of the quantitative estimates made above of the volume 
and distributive effects of interest payments. 

In the first place, it needs to be pointed out tliat, as long as 
permanent full employment is not assured, there is a strong tendency 
for the total volume of saving to be determined by the volume of 
investment, plus or minus the net balance of payments and the fiscal 
deficit (or surplus). It is only at full employment that the savings 
which the public is willing to make become a limiting factor; below 
that they largely tend to adjust themselves, tlirough (luc^tuations in 
income, to the level which is indicated *by the demand for them. 

^^Monlhly Letter of the National City Bank of New York (Junr, 1946), 
pp. 69-70; JOSrd Annual Report to PoUeyholders far the Year 1945, Mutual 
Life Insurance Company of New York, p. 4; Ludwig von Mtscs in an un- 
published addr^ at a symposium on postwar Interest rates, under the aus- 
pices of the National lifdustrial Conference Board, May, 1946. 
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(This docs not rule out that in many instances savings do *‘cause” 
new investment, but I doubt that quantitatively these instances arc 
very important.) Thus the immediate answer to the question of the 
effect of the interest rate on saving is that it depends mainly on the 
effect of the interest rate on investment 

Of course this is not what we arc really after. The real question 
is the effect of the interest rate, not on realized saving, but on the 
propensity to save. Now as far as the incentive to save out of a 
given income is concerned, most economists probably would agree 
that the interest rate is immaterial within a wide range. The ])ricc 
effect, in other words, seems small. Any substantial influence must 
come from the income effect of a higher or lower rate But here, 
too, results at first sight seem inconclusive. For while low rates 
undoubtedly hamper saving by reducing the income on past saving, 
they do, on the other hand, put additional pressure to save on 
prospective annuitants, aiming at a given retirement income The 
net result may be cither way. 

It has been argued (most illuminatingly by Professor Casscl)*® 
that at very low rates rentiers would find it so hard to live on their 
incomes that large-scale capital consumption would ensue. This, of 
course, is another full-employment argument, for so long as employ- 
ment is capable of rising, any dissaving on the part of one group 
will tend to produce such a rise, and will thereby occasion an off- 
setting increase in the saving of other groups.^® But even on full- 
employment assumptions, arguments alleging a substantial decline 
in total saving as a result of lower interest rates arc very vulnerable. 
Their weakness is that they consider only the plight of the interest 
receiver and disregard the boon of lower rates to the interest payer. 
In an earlier part of this section we observed the mechanism of the 
interest flow, how every dollar of interest received by someone in 
direct or imputed form, is paid by someone else in the form of higher 
prices, lower wages, or lower profits A fall in rates reduces the in- 
come of interest receivers, and hence their ability and willingness 
to save, but it equally increases the incomes of interest payers, and 
their ability and willingness to save is thereby increased. If interest 
payers and interest receivers were equally represented along the 
income scale, so that the nature of the income distribution is not 

^^Tke Theory of Social Economy (New York, 1924), pp. 224-230 

loin conditions of full employment, dissaving would tend to produce an 
increase in prices which in turn would probably raise interest rates, and in 
this and other ways, would occasion additional savings, until equilibrium is 
rrestablished in this painful manner. ^ 
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altered by the interest flow, the reduction in saving on one side 
should be balanced exactly by the increase on the other. Tlici'c would 
then be no change in the total propensity to save at all 

This view might be challenged by saying that there sevim to be 
a tendency to save more out of interest ineonie than out of earned 
income. This at least seems to be the impicssioii produced by the 
way in which many people allow their interest on bank accounts 
and savings bonds, etc., to accumulate. But that impression probably 
has little validity. It overlooks that decisions to save out of earned 
income arc usually made in the light of prospects for automatic 
accumulation out of interest. The total income, in other words, is 
chiefly determined for saving, not how much of it is rcrcivccl in the 
form of interest. 

Granting, then, that an interest flow wliicti did not alter the 
distribution of income would not alter the propensity to .save, or 
only very minutely, what is the real situation? We found above that 
the interest flow does bring 'about a rcdistibution of income, in the 
direction of greater inequality, because interest recci|)ts are bunc'hcd 
in the higher brackets. Since saving habits are stronger there, the 
^ ovcr>«all propensity to save is likewise increased. ITie n'distibution 
efifect of the income flow is greater, naturally, the higher the interest 
rate and thus the size of the flow We therefore find confirmed the 
popular view that a rise in the interest rate increase's the pi'opcmsity 
to save. However, it is important to note that, in contrast to the 

popular view, this is not because everybody’s propensity to .save is 

increased. The reason is, rather, that higher interest rates sliift in- 
come from those who save little to those who save much. 

From this second conclusion follows; For the “little man” who 
inhabits the lower brackets, saving is made hardei, not easier, by 
higher interest rates. Higher r^tes do give him a better return on 

his money, but what they take away from him is more. Since the 

better interest return fails to make up for his rcducc'd income, the net 
result probably is lower saving for the “little man ” 

By industrious saving, the little man can, of course, ovei*coinc 
the odds which a high interest rate builds up against him. He may 
eventually have enough to give him an intorcst income larger than 
his interest payments. Toward the end of his working life, this may 
even be the normal condition, since a personas volume of assets 
obviously depends upon his age as well as his saving habits. But a 
high interest rate snakes |he road to die turning point where interest 
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receipts begin to exceed interest payments more of an uphill struggle, 
and delays the approach of the turning point. 

A third conclusion follows from our statement regarding the 
power of higher rates to stimulate saving. If the over-all propensity 
to save rises, the leakage from Ae income stream is increased and 
national income will fall unless the additional saving generates an 
equal amount of additional investment. I have already expressed my 
doubts that such *‘sclf-in vestment** of savings can be anything but 
small, and hence a fall in income seems highly probable. 

Any quantitative estimate naturally is out of the question. Prob- 
ably the amount goes into several billiom. If, for instance, the mar- 
ginal propensity to save of the interest payers were 30 per cent on 
average and that of the interest receivers were 60 ]}cr cent on aver- 
age, then a 12-billion-dollar interest flow would bring an increase in 
saving of 3.6 billion. Assuming a multiplier of two, this would signify 
a drop in income of 7.2 billion, unless some of the extra saving were 
**sc!f-invcsting.*' A rise in interest rates which would lift the interest 
fimv to 20 billion would then produce an income drop of 12 billion. 

All this, however, is speculation. All we can say is that changes 
in interest rates, because of ^ their redistributive effect may, in the 
long run, lead to considerable income changes. Be it noted, further- 
more, that this assumes that the change in interest rates is due to 
government action. If it is the result of changing investment activity, 
the effect of redistribution may be partly or fully offset, or quite 
likely even overbalanced, by the effects of such activity. 

VI. Changes in Asset Values 

The interest rate also works upon national income via its effects 
upon the value of assets. Changes in market rates of interest produce 
changes in the capitalized value of income-yielding assets. The longer 
the term of an obligation, the greater its response to changing 
rates. For equities and preferred stocks, being perpetual claims, a 
change in market rates can be fully reflected in the current yidd 
and hence in the price (barring the effect of the call price upon 
callable preferreds) . 

Such capital gains and losses, realized or unrealized, do not enter 
into national income. Nevertheless, they may have important reper- 
cussions upon income, because they are apt to affect the expendi- 
tures of the capital gainers or. losers. Lord Keynes always seems to 
have been fascinated by the extra fillip which bull and bear markets 
appeared to give to the American cycle. The big movements, however, 
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usuaily- are set in motion by shifting profit exjxjctations, and ai'c 
only secondarily influenced by interest capitalization factors. 'Fhe 
question is how far movements primarily due to interest rate changes 
tend to create cntliusiasm or caution in spending. 

The crucial diiTcrence in the latter ease is that inten'st and 
dividend income remains undiangcd by the rise or fall in capital 
values. Eventually, in fact, income will move in the same ciiicciion. 
In the ease of a fall in interest rate, bond and prefermd stoc kholders 
will find that happening quite soon, a.s tlicir securities arc being 
refunded. They will therefore have little incentive for capital gains 
spending, quite apart from the fact tliat the tyiDical holders of high- 
grade securities, where interest rate changes arc quickest to be re- 
flected m price, ordinarily arc not of the .sanguine spending typ(\ 
The large-scale capital gains on new government securities made 
by free riders and speculators in recent years, whiiii may hav<; 
produced a certain amount of spending, were a wartime phenomenon 
not likely to be repeated soo^n in significant volume. A rise in inteiest 
rates, reducing the capital value of high-gradi' sc^c’iiritics, likt'wise 
is apt to have little effect on cxpciidihiroj#, for the same* reasons. 

The effect of interest movements on common stocks and similar 
assets, moreover, is likely to be obscured by c*hangi's in profit (ix- 
pcctations, In former years, these two facton tended to work in 
opposite directions — rising interest rates during booms tending to 
lower values and rising profits tending to raise them, and vice versa 
In depressions. In these eases, the influence of interest rates, of course, 
was completely swamped. During the rise of the thirties, and again 
during the latest upswing, profit expectations and interest rates liave 
combined to push up common stock prices, and thus interest rates 
must share some of the responsibility for the capital gains .siicnding 
which may have come out of these two bull markets. How Jaigc 
this share may be is very uncertain.®® In contemporary British dis- 
cussions of interest policy, the danger of large-scale capital gains 
spending is given considerable emphasis. Lord Beveridge, for in- 
stance, mentions it as one of the two major obstacles to a sudden 
reduction of rates close to zero.®^ Possibly this emphasis results from 
contemplation of the extreme case of a vij^tual annihilation of the 

“It is worth noting that the biggest g^ins usually were scorf^d in securities 
whose return is very uncertain, which in turn deprives the cnpitaliaation 
factor of its importance. 

Employment in a Free Society (London, 1944), pp, 340-4 L Also 
see E. F. Schumacher, "Public Financc^Its Relation to Full Employment,” 
in The Economies of Pull^ Employment (Oxford, J944), p, J13. 
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pure long«>tcrni rate. Within the more modest scope of contemporary 
American interest policy discussion^ I doubt that more than moderate 
importance attaches to this angle. 

In addition to its influence over expenditures, the capitalization 
factor is of considerable importappe to banks and other institutions 
with a stake in longer-term securities. Particular significance attaches 
to rising rates, of course. The danger to the practical solvency of 
the banking system probably is slight, as has been repeatedly pointed 
out.®* The conservative portfolio structure of most banks makes it 
unlikely that any forsccable loss of deposits to individual banks or 
to the system as a whole could force large scales of securities at a 
loss The morale effects of a sharp drop in the market value of bank 
portfolios, however, might be considerable, for bankers and public 
alike might feel rather uncomfortable while "sweating out’* the re- 
turn of securities to par. The former might react by rutting dividends 
and becoming hyperconservativc on loans, while the public might 
begin shifting deposits in search of safety.* Thus a sharp rise in in- 
tci*cst rates might have considerable repercussions In this connection; 
one may also recall Mr. Seltzer’s observations on the possible im- 
pairment of public confidence in government credit, if a rise in the 
market rate to 5 per cent should occur with a consequent drop in 
the longest maturities to 65 or less.*® 

Thus it has happened that the control of capital values in the 
bond market has become one of the most important aspects of 
present-day monetary policy. A central banker, now, shows the same 
concern over developments affecting his carefully constructed rate 
pattern as over movements in his member banks’ reserve position. 
To some extent, of course, this is the result of such commitments 
as exist between the central bank and its government for the main- 
tenance of the price of public securities. But beyond that, there is 
the realization that major movements in security prices may prove 
definitely unsettling. The likelihood of such movements is particularly 
great in countries where, as in the United States, the maintenance of 
an existing rate pattern in part depends precisely upon the public’s 
skepticism as to its maintenance. 

It is in this light that some of the small maneuvers engaged in 
by central banks, which would otherwise seems almost microscopic, 

Paul A. Samuclson, "The Effect of Interest Rate Increases upon 
the Banking System," Amer Eeon, Rev,^ Vol. XXXV, No, 1 (Mar., 1945), 

2»"Is a Rise in Interest Rates Desirable or Necessary?", Amer, Econ 
Rev,, Vol. XXXV. No, 5 (Dee., 1945), p. 844. * 
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viewed against the magnitude of present'day credit conti*ol problems, 
must be understood. If long-term bonds arc; to be prevented fi*oiu 
rising, as they have tended to do in the United States, it is nec- 
essary for the central bank to maintain the public^s liquidity pre- 
ference. This it can do, in some measure, by occ'asional ac'tions \vhich 
create doubt in the public mind as to the stability of long-term 
securities. The recent removal by the Federal Reserve Banks of the 
preferential rediscount rate for short-term government securities seems 
to have been an instance of diis type of policy. 

Vn. Special Sectors 

The growth in the debt and the drop in interest rates which 
accompanied it have combined to produce serious income problems 
for several special sectors of our economy. Among these arc (a) 
rentiers, (b) endowed institutions, (c) the United States govern- 
ment^ and (d) in a reverse sense, the commercial banks. We shall 
attend to them in that order. 

A. Rentiers, A small saver who a’ctircd a few years ago with 
accumulations of 10-20,000 dollars has experienced all the misfor- 
tunes which could befall him in a well-organized economy. During 
the greater part of his working life interest rates were high, which 
made saving harder for him, since his income presumably was low. 
He was hit by the depression and may have sustained .some losses, 
and may also have had to dig into capital if he lost his job. Then, 
when he reached the point where the growth of his capital began 
to make his interest receipts greater than his j^ayments, so tliat he 
might have benefited from high interest rates, these declined. Even- 
tually taxes went up and rising prices contributed to his whipsawing. 

This list of woes shows up the serious plight today of the small 
rentier. It also shows, however, that interest rates arc only one of 
his problems, and probably not the main one. Moreover, many small 
rentiers are contractually protected against falling rates, through the 
provisions of their pension funds and their insurance policies.*^ Tin* 
war, moreover, has provided compensation in some eases, through 
the rising value of homes and opportunity to return to work, for 
instance. ^ 

The large rentier, although in many respects harder hit, is better 
off in that to him capital consumption is an additional resource, 

"It is reported, for instance, that of the lump sum payments made by 
life insurance companies, about 40 per cent in recent years were left with 
the companies at interesrat a rate determined by the original policy. 
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while the small rentier has to rely on it in any case. Where trust 
restrictions and other obstacles prevent this, the situation of large 
rentiers can become difficult 

All in all, there can be no question that the position of rentiers 
is becoming increasingly difficult and that the fall in interest rates 
is an important contributory factor. To the rentier interest is much 
more important as income than as cost, in contrast to younger savers 
in the lowcr-income brackets And, unlike these, he is defenseless, 
because he usually cannot earn any more. With others of his kind, 
he forms a dispersed and therefore weak group which deserves more 
national consideration than it is getting. 

At the present time, unfortunately, wc have next to no statistical 
knowledge of the magnitude of the problem. But even if the number 
of people partially or wholly dependent upon interest receipts should 
turn out to be very important, there are serious doubts whether the 
interest policy of the country should be guided primarily by this 
fact. Moreover, a rise in rates would hurt rather than help many, 
by depressing bond values, It would provide better yields only as 
such bonds mature^ a rather poor prospect for people in their sixties 
and seventies. At most, one may argue that a further reduction in 
rates should be postponed, unless there arc strong reasons favoring 
such action. The best solution perhaps would be to provide special 
securities, with a limitation upon total holdings, or to create 
similar facilities via savings banks. Series E savings bonds are a step 
in tills direction, although ten years is a long time for some people 
to wait for their 2.9 per cent. Perhaps some more substantial subsidy 
would be in order. Rentiers cannot demand that overall interest 
policies should be formulated primarily to suit their needs, but they 
arc entitled to some protection against the treatment they are under- 
going now. 

B, Endowed Institutions, Academic readers need no explana- 
tion of what low interest rates are doing to endowed educational, 
scientific and charitable institutions. But here, even more than in 
the case of rentiers, it seems clear that the quantitative importance 
of the problem does not warrant a major modification of overall 
interest policy, unless that policy happens to find itself on the mar- 
gin of indifference in every offier respect. It is true that on the 
qualitative side endowed institutions have a strong claim to con- 

a»C/. John H. Williams, ‘The Implications of Fiscal Policy for Monetary 
Policy and the Banking System,” in Postwar Monetary Plans and Other Essays 
(New York, 1944), p. 100. . 

10 
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sidcratioxij for expenditures for education and research add more to 
our standard of living than almost any other. The amounts involved, 
however, arc small. 

'fotal incoinc-produeing funds of Aniciican foundations wcic 
estimated at $1,074 millions in 1940, on whicli an income of $!i0 
million (not all of it interest) mayliavc been received.*'^ The total 
income-producing assets of all endowed institutions were estimated 
at $7-9 billions in 1930.®^ If subsequent accretions were rouglily 
balanced by losses, this sum today might produce an ineuiiK! of around 
$300 millions. Even if all of this were interest (in our sense), it 
would only be 2.5 per cent or less of the total estimated interest flow. 

Again the most adequate solution would be the issuani'c of special 
federal securities.®** This would recognize the special importance of 
endowed institutions without encumbering overall interest policy 
with undue concern for relative minutiae. 

0. The Government, There is little doubt that, in the mind 
of the public, the main rc|ison for keeping Interest rates low and 
perhaps pushing them down further is the cost of the public debt. 
I shall endeavor to show that, as a major determinant of inteiest 
policy, the cost of the public debt is gicatly overrated. 

In the first place, the net amount o7 federal interest payments is 
considerably smaller than it would seem. l"hc total annual ])aymcnt 
on a $260 billion debt, at a computed rate of close to 2 })cr cent, 
is slightly over $5 billion. But of this unquestionably iin])r(\ssivc sum, 
as much as $1,3 billion is recouped by the Treasury, through taxes 
on the marginal income represented by public debt interest receipts 
and by payments into government trust funds.*® This reduces net 
payments to slightly less than $4 billion. 

In the second place, part of the government’s interest payments 
have a special character which puts them into the category of 
desirable subsidies. Part of the payments to banks, those which 
the banks need to cover part of their running expenses, are in this 
class. An attempt to reduce public interest payments to the banks 
below the level required to cover these expenses, would not relieve 
the public of paying for the operation of our monetary sykem. It 

®®Gencva Scybold, American Foundations and Their Yields (New York, 
1942), 151. * 

^^Thifl docs not include the land and buildings employed by such insti- 
tutions for their own use. Trusteeship of American Endowments (New York; 
Wood, Struthers and Go., 1932), p, 39. 

®®Thi8^ suggestion was made by David McCord Wright in The Creation 
of Purchasing Power (Cambridge, 1942), p. 219. 

®®C/. Public Finance q^d Pull Employmentf p. 86. 
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would merely change the form of these payments which would then 
have to be made partly through service charges. Another desirable 
subsidy clement is contained in E bond interest, in so far as this 
goes to alleviate somewhat the plight of rentiers. 

In the third place, the federal interest charge is in some respects 
less of a burden upon the economy than other types of government 
outlays. Interest payments are not “exhaustive” expenditures, they 
do not, like military expenditures, absorb productive resources which 
otherwise would be available to the economy. Thus, their damaging 
effects are limited mainly to the harmful impact of the necessary 
taxes upon investment, to the greater inequality of income distribu- 
tion which they produce, and to their tending to crowd other de- 
sirable expenditures out of the budget. 

Withal, it cannot be denied that the federal interest charge is 
an important matter, and that it represents a powerful argument 
against higher interest rates. The danger is that this argument might 
become all-powerful because it is so much in the public mind and 
because, like a tumor, it constantly presses against the consciousness 
of public officials. It should be viewed in its proper proportions and 
in relation to all other factors bearing upon interest policy. 

D, The Commercial BankL The income problem of the banks 
differs very notably from that of the sectors surveyed before: they 
earn, not too little, but, in the opinion of many observers, too much. 
Actually, the problem of high bank earnings is a potential rather than 
a real one. Before Hiroshima, when another year or so of war was 
expected, with a depression thrown in at the end, it was anticipated 
that bank holdings of federal securities and hence their earnings 
might continue to expand greatly. The favorable course of develop- 
ments has kept bank earnings far below these expections. 

In 1945, net current earnings before income taxes of Federal 
Reserve member banks amounted to 11,5 per cent on their capital 
accounts, which was brought down to 7.8 per cent by income taxes. 
A reduction of about $135 million®® in interest receipts would suffice 
to reduce this ratio to the average return of 6.5 per cent estimated 
for all corporations in 1945.®^ This would leave untouched the ad- 
ditional 3.2 per cent return realized through profits and recoveries 
in excess of losses, which do not constitute regular income. 

Generally speaking, therefore, concern over high bank earnings 
applies not so much to what is now as to what might happen if 

^®For all commercial banks the amount would be slightly higher. 

B^National City Bank letter, April 1946, p. 47.^ 
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short-term interest rates were allowed to rise, or if the banks shifted 
heavily into longer maturities. Even if bank earnings should rise 
substantially, one may perhaps ask why large earnings of one group 
should become a cause for extreme concern while the hardships of 
other groups fail to attract miirh attention. But since high bank 
earnings come so largely out of thc«public purse, then* is the distinct ^ 
‘ danger of political attacks upon banks, and in this sense there is 
real cause for concern. 

It would be very unfortunate, however, if bank earnings should 
become a major determinant of our interest policy, Of this there 
now seems some danger. Instead of allowing interest policy to be 
straight-jacketed by this an organic criterion, an ad hoc solution 
should be found. Many have been proposed, tlic latest being the 
three alternative suggestions made by the Board of Governors of 
the Federal Reserve System in its recent annual report.”® ''They would 
give the Board more freedom in its general inteicst policy while pro- 
tecting the Treasury against higher interest costs and the banks 
against the consequences of excessive income from the government. 

There is another income problem affecting the banks which de- 
rives, not from high earnings on low-interest public di'bt, but from 
the decline in interest rates and risk premia on other sirurities and 
loans. It was pointed out earlier, in connection with the discussion 
of the risk element, that very low interest rates tended to drive down 
the risk rate. Lenders arc forced to reach out for less secure invest- 
ments in order to obtain what looks like a good return. Tlicrc Is 
some evidence that many smaller banks, accustomed to high rates 
of return and not favored by large deposit increases, have been forced 
to reach out in this manner and have thereby weakened their 
position.®” The importance of, and probable consequences of, this 
trend are as yet impossible to asscs.s. It may be, however, that in the 
next depression the difficulties experienced by weak lenders may 
present us with a not inconsiderable bill for this feature of our easy 
money policy. 

VIII. Toward a Zero Rale? 

In some quarters, particularly in Britain, there has been serious 
discussion of the possibility of a zero long-term ratc.”^ It is felt that 
if the long-term rate is primarily a risk pKanium, paid to overcome 


Annual Report of the Board of Governors of the Federal Reserve 
System for 1945, 

H. Riddle, Debt Management and Interest Rates (New York, 

1946], 

^^Cf. n. 21, p. 779. ^ 
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liquidity preference, then by eliminating this risk through complete 
stabilization of the bond market, the authorities could bring the 
rate to close to zero, A few additional controls would sufEcc to snuff 
it out altogether. It has been argued that this would be the sensible 
thing to do in the face of a constant tendency to oversavc. If people 
continued to court stagnation by trying to save more than the economy 
could invest, they should at least not be paid for doing so. 

These thoughts are not without logic. But the proposal to push 
interest to zero brings us face to face with the fundamental question 
of the continuance of our capitalistic system. Interest is both an out- 
standing symbol of this system and a basic element of its most 
characteristic institutions. If we do away with interest, will the rest 
of the system stand? With banking andrthc capital market greatly 
weakened, the building of personal fortunes further impeded, the 
whole concept of a return to ownership undermined, what kind of 
economy would we be going into? 

It seems futile to think of curing the* illnesses of the rapitalistlc 
system by amputating one of its vital organs. It would also be 
dangerous and, in a sense, a little presumptuous. The danger would 
be in the existence of a fixed policy commitment — a new clement 
of rigidity. If conditions should arise tending to revive interest, the 
policy would have to be enforced by additional controls or abandoned 
in disorder. 

The presumption would be in the attempt to eliminate a phe*- 
nomenon with a long historical background which is deeply in-^ 
grained in our thinking, not to say in our nature. It cannot be 
claimed that there is a historical down-trend in interest rates destined 
to glorify our age with its culmination. Three hundred years ago,, 
the rate on high-grade risks charged by Dutch investors was about 
3 per cent. Before the French revolution, the rate in France was 
2j^a-354 per cent.®® Through fairly long periods of the 19th century, 
long-term rates were as low as 2^'“3 per cent. Taking the historical 
approach, we ought to be impressed, rather, by the extraordinary 
ability of interest rates to recover to high levels, as during the 1920*8. 
In this perspective, the prcsent decline in the rate tells us very little 
as to where it will eventually be going.®® 

®®CaMcl, Theory of Social Economy ^ p 202. 

a«In the long run, I have no doubt that economic forces rather than 
policy arc determining for the level of interest rates. At any given moment, 
policy probably can fix rates at any level it wants to, within reason. But if 
this level is very far out of touch with bade trends, the results of such policy 
are apt to burst out at the scams of the economy in ways familiar to the 
reader These consequences arc apt to force a reconsideration of policy, to 
bring it moic into harmony with conditions produced by the trend of in- 
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If we should be facing continued stagnation of private enterprise, 
a further decline in rates may be desirable and pn)per. In the long 
run, however, stagnation probably would bring the capitalistic era 
to an end in any ease. But over a long period of time, the outlook 
for stagnation depends not only op investment outlets, but also on 
the propensity to save. If the latter should adjust itself to low capital 
requirements, we might have a very limited investment activity with 
nevertheless active competition for available funds. 

Conclusions 

Our discussion has confirmed, I believe, the view put forward 
at the outset, that the interest rate today is more of a factor in* 
fluencing the volume and distribution of income than an instrument 
of cyclical control. It has also yielded several conclusions about 
current interest policy, which I proceed to summarize. 

1. We have found no single overriding consideration ealHiig for 
any pai^ticular kind of overall interest policy — higher rates, lower 
rates, or stable rates. Instead, we have come across a number of 
separate desiderata, many of them in conflict with each other and 
none weighty enough by itself to swing the issue. This is quite in 
line with the rather diffuse effect now characteristic of the interest 
rate. 

2. Nevertheless, among these diffusq factors there arc several 
which argue strongly against an extreme policy in either direction 
— a sharp rise or a sharp reduction in rates. The danger of a down- 
ward spiral, the need to maintain confidence in the public credit, 
and the position of the banks practically prohibit a severe tightening 
of credit. The danger of a wild boom in capital assets, the problems 
facing rentiers and endowed institutions, and the uncertainties of the 
future speak strongly— perhaps not quite so strongly — against a re- 
duction in rates close to zej^o. But within reasonable limits, none of 
these aspects can be said to rule out any particular policy. 

3. The needs of certain sectors and the requirements arising 
from particular conditions, which may be in conflict with the policy 
actually pursued, are often capable of being met, at least in part, 
by ad hoc solutions. If interest rates are low, the problems of small 
rentiers and endowed institutions could Easily be met by special 
limited issues of higher coupon securities. The need for cyclical 

vestment and saving. It is in this sense that the above remark must be under- 
stood about where the interest rate will eventually be going. Al^ough at any 
given time the rate is dcteimined by policy, policy itself is influenced to a 
large extent by the faetdts which in its absence would determine the rate. 
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regulation of credit could be dealt with by operating directly on 
availability, instead of via interest rates. Embarrassingly high bank 
earnings could likewise be handled outside the main stream of 
interest policy. 

4. The demands and needs which cannot be taken care of in this 
form must be compromised by overall interest policy. The policy 
best suited to reconcile conflicting claims would be one of stable 
rates for the present and also for the foreseeable future, unless long- 
run depression should develop. In that case, a moderate further 
reduction in rates would be desirable. This view rests upon the 
following considerations: 

(a) Under present conditions of high income and inflationary 
pressure, the aspects calling for lower rates — ^morc equal income 
distribution, reduction in overall propensity to save, and stimu- 
lation of investment — lose much of their importance. They would 
gain weight if long-run deflation trends should develop. 

(b) The cost of the public debt, which likewise speaks in favor 
of lower rates, is less important than its dollar amount would 
indicate, and should not be allowed to weigh heavily in our 
considerations. 

(c) Factors suggesting higher rates— inflation control and the 
needs of rentiers and endowed institutions — ^likewise do not carry 
enough weight to make them decisive, particularly when they can 
be dealt with by ad hoc measures. They do, however, add to the 
case against a further lowering of rates now. 

(d) Under present conditions, stability in the value of capital 
assets is preferable to a sharp move in either direction^ This 
stability would be aided by stable rates. 

The general picture of interest policy which thus takes form is 
one of increasing compartmentalization of the market and an absence 
of fixed commitments. This will enable us to deal with special aspects 
on their own merits, and to meet broader situations as they develop. 

The proposed approach is very much at variance with diverse 
alternatives of public debt policy currently proposed— refunding of 
the debt at higher rates, uniform conversion of the debt into consols, 
or sharp reduction of i;ates. It is much closer to the policies actually 
being pursued. It suggests, however, that the practice of market 
differentiation already adopted in an embryonic form should be 
carried to its logical conclusion, and that more attention should 
be given to the broader impact of interest rates pnd less to special 
factors like bank earnings and budgetary dbsts, 
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Interest Rates in Canada* 
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W, T. G. HACKETT 

I. The Course of Interest Rates, 1929-1937 

T he eight years* interval from 1929 to 1937 was one of the most 
eventful periods in modern economic history. In common with 
other indices of economic conditions, rates of interest returns were 
affected by the world-wide collapse in the years immediately after 
1929, and by the recovery n^ovement which has pei-sisted from about 
1933. Among Canadian interest rates the outstanding development 
was the extensive decline after 1932 in the return obtainable from 
most of the important tyjics of loan invcstiiiciit. Two significant 
features of this decline were, first, the dcbrcascs in certain rates which 
had been relatively stable for several decades and, second, the un« 
prccedcnted divergence between rates of return on shoit and long 
term bonds of high grade. These developments ai*c broadly illustrated 
in table I and in a chart accompanying diis article. 

The remarkable changes in recent years in rates of interest I'eturns 
are primarily atti'ibutablc to the infiuence of unparalleled ''easy 
money conditions’* induced in the first instance; by the economic 
collapse and later intensified by governmental policies of an emer*' 
gency nature. These were pursued in Canada and most other countries, 
and were designed to modify some phases of the disequilibria pro- 
duced by the depression and to promote recovery. Data presented 
in this paper will trace die behaviour of interest rates in Canada 
since 1929 as indicated by returns obtainable from time to time on 
several types of loan investment which are popular with institutional 
and private investors. Limitation of space prevents an exhaustive analy- 
sis of this subject; and the scope of the two papers to follow renders 
unnecessary anything but incidental reference to the causes of changes 
in rates. 

^Reprinted from the Canadian Journal of Economics and Political Science. 
Vol. Ill, August, 1937, pp. ^421-48. 
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TABLE I 

Summary of Movemeivts of Certain Interest Rates in Canada, 1929 - 37 * 





















INTEREST RATES IN CANADA 241 

Long Term Government Bonds 

The course of the yields upon a selected group of long term bonds 
of the Dominion of Canada is indicated| for the period from January. 
1929, to April, 1937, in table IL 

High grade government bond^ available to investors in Canada 
include not only the obligations of the federal government, but also 
the securities of certain of the provincial and municipal governments. 
Important changes in the level of interest returns from Dominion 
of Canada bonds produce sympathetic movements in the rates of 
yields obtainable from issues of these governments. The course of 
interest returns on Dominion government long term bonds since 1929 
is therefore representative of the general behaviour of yields on all 
long term high grade government bonds, although at all times the 
level of yields on most provincial and municipal securities was higher 
than the return on Dominion bonds of comparable term and coupon 
rate. It must be noted that, during the period, the bonds of some 
provinces and municipalities ceased to brf considered “high grade.” 

In order to evaluate the long range importance of movements 
in the return on high grade long term government bonds in recent 

TABLE II 

Long Term GavKRivrMENT Bonds 

Monthly Averages of Yields on Selected Issues* of Dominion of Canada Bonds, 
January, 1929, to April, 1937 

Source: Material supplied directly by the Dominion Bureau of Stotistics 
and subsequently published in Prices and Price Indexes, April, 1937, p. 18c. 



1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

lanusrjr 

4J2 

496 

4 56 

347 

468 

4.52 

344 

3J2 

3 14 

February 

4.77 

4 92 

494 

9.45 

4 66 

4,42 

3 55 

9.44 

3 32 

March 

4 97 

4.91 

446 

5.30 

474 

4.18 

347 

3.39 

353 

April 

4 90 

462 

4 37 

5.33 

4.69 

4.07 

3 51 

3.37 

355 

May 

4.86 

4.78 

434 

5.31 

4 61 

3 97 

347 

3.34 


June 

5.05 

4 77 

4.29 

5.42 

4 53 

399 

3 56 

9.25 


July 

905 

4 76 

4 29 

5.22 

494 

389 

3.50 

3.16 


August 

4 99 

4.66 

429 

4 68 

449 

3 78 

346 

3 07 


September 

4 99 

4.56 

4G4 

4 79 

449 

3 75 

397 

3.06 


October 

5 03 

4.54 

9 11 

467 

454 

385 

3.83 

3.21 


November 

502 

4M 

9.23 

4 78 

4 58 

3 75 

3.62 

3.16 


December 

492 

4 96 

5 42 

4 83 

4 62 

346 

3 67 

3.11 


Year 

4.93 

4 73* 

4.63 

5 12 

460 

3 97 

3 58 

3.26 



Note: The highest and lowest averages in each year are italicized. 

*No issue included in these averages had at any time less than eight years 
to run to maturity or call date. Average yields were based on four issues 
in years 1929-31 inclusive, and on six Issues in an^ after 1932. 
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ycars^ it is interesting 'to examine the major trends in yields which 
have occurred over the last diirty-six years. Before tlie Great War 
the bulk of securities issued by the Dominion was held outside Canada 
with the result that the domestic market for federal government bonds 
was limited. However, since abqut the beginning of the century 
the province of Ontario, the wealthiest and most populous province 
in the Dominion, has done a large proportion of its financing in the 
domestic market and a fairly complete record is available showing 
the yields on long term Ontario bonds current throughout each of the 
years from 1900. Based on changes in the average annual yield 
obtainable on selected issues of Ontario bonds, them have been four 
broad movements in the course of interest returns on long term 
government bonds since 1900. The duration, range, and nature of 
these movements are outlined in table III. 

TABLE III 

Long Tprm Dntauio Govkrnmknt Bonds 

Annual Averages of Yields on Selected Issues of Provinre of Ontario Bonds, 

1905-36 


Source, Fricet and Price Indexes IBIS-SS, p. 152, table L, and data 
contained in several issues of Monthly Hevijsw of Business Statistics published 
by the Dominion Bureau of Statistics 


Duration of mo^'cnicnt 

Average annual yield at 

Nature of iiiuvoiiieiit 

Start of 

End of 


movement 

movemoiit 


1905-1918, about 13 yean 

Per cent 
3.63 

Per cent 
6.01 

A long upward iwing interrupted by an 
intcrmciliate movement in years 1900, 
1010, and 1911 

1921-1928, about 7 ynri 

6.00 

4.43 

A downwnnl swing interrupted only by 
a period of staliility in 1926 

1928-1932, about 4 ycarj 

4.43 

9.20 

A relatively sliort upward swing inter* 
rupted by an Intennediate decline In 1930 
and 1931 

1932-1936, about 4 yaarj 

5.20 

3.39 

A sharp unlntemiplcd dcclino 


Corporation Bonds 

The behaviour of yields upon a representative group of Canadian 
corporation bonds is indicated in table IVt 

At times the movements of government bonds may influence con- 
siderably those of corporations. Apart from the years 1932 and 1933, 
when corporate financial distress was particularly acute, it is apparent 
that the break in yields^on corporation bonds in the autumn of 1931, 
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the gradual decline in such yields after November, 1933, and the 
upward movement since January, 1937, were directly influenced by 
contemporary movements in rates on high grade long term govern- 
ment bonds. The relationship of average monthly yields of the 
corporation bonds to the average monthly yields of long term Domin- 
ion of Canada bonds is presented In table V. The limited experience 
illustrated by these data is not capable of supporting any important 
conclusions other than the general facts that in the period reviewed 
the spread between yields on government and corporation bonds 
was highly variable; the degree of separation becoming greater in 
each year until 1933 since which time most of the increase in spread 
has disappeared. 

Short Term Government Bonds 

The course of the yields of a selected group of short term bonds 
of the Dominion of Canada is indicated, for the period from January, 

TABLE IV , 

Long Term Ck>RPORATxoN Bonds 

Monthly Averages of Yields on Selected* Bonds of Canadian Corporations, 
January, 1929, to April, 1937 

Souree: Original data compiled from the quotation sheets of several 
leading investment houses and the sales records of the Montreal office of the 
Dominion Securities Corporation, Limited. 



1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

January 

9.13 

534 

514 

5JS5 

6B0 

6M 

4.91 

433 

388 

Fobruary 

513 

932 

5.37 

5.93 

6.84 

5 62 

4.B0 

4 29 

3 91 

March 

923 

5.34 

5 24 

651 

712 

5 42 

4 92 

408 

396 

April 

930 

5 31 

5 29 

6.70 

7 24 

534 

5.09 

409 

404 

May 

5 28 

529 

535 

738 

6 65 

519 

4.86 

4.19 


June 

532 

5 27 

5.44 

736 

5 96 

520 

463 

4.13 


July 

5 35 

5 27 

5.43 

7 50 

5BB 

5 19 

468 

4.10 


August 

5 35 

5 27 

534 

G37 

608 

5.15 

4 62 

4.11 


September 

5.3B 

5.i8 

5.46 

6 07 

629 

5.16 

4 75 

4 03 


October 

539 

5 25 

G73 

613 

642 

5.10 

4.74 

403 


November 

5A3 

5 22 

G51 

640 

6 41 

4.96 

4 62 

4 02 


December 

5.11 

5 30 

G41 

6 66 

6.20 

485 

446 

33S 


Year 

5 31 

5 28 

564 

6.60 

649 

5 27 

4 76 

4 12 



Note: The highest and lowest averages in each year arc italicized. 

♦The first figure, that given for January, 1929, is an average of the yields 
on nine issues; the l^st figure, April, 1937, is an average of eleven. Bonds 
of the following corporations have contributed to the averages; the first nine 
issues being those in the first average, and the eleven marked with asterisks 
being those in the last. Montreal Coke and Mfg., Canada Cement, Dominion 
Coal, Howard Smith*, G.P.R,*, Montreal L.H & P.*, Canada Northern 
Power, Beil Teleplionc*, Ottawa L.H. & P, Nova Scotia L. & P., British 
American Oil, Dominion Realty*, Shawinigan W. & P,*, General Steel Warw, 
Galgaiy Power*, Union Gas*, Power Corporation*, Simpsons Limited*, B.G. 
Power*. 1 
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1929, to April, 1937, in tabic VI. Prior to 1932 the course and 
rate of interest returns on high grade short term bonds were similar 
in most periods to the course and yield then prevailing on high grade 


TABLE V 

Long 1 KKM Govern MKNT !^nd Corporation Bonds 


Comparison of Movements of Average Yearly Yields^ 1929-37 


Year 

Average yearly )icld 

Pcrcciitnge of yield on corporation 
bonils lo yield on government 
bonds 

Corporation honds 

Goveriiiuent bonds 

1939 

Per cent 

5 31 

Par cent 

403 

I'cr cant 

107.7 

1930 

528 

4.73 

liu 

1931 

564 

4.G3 

1218 

1932 

6.60 

512 

126.8 

1953 1 

6.49 

460 

MM 

1934 

5.27 

3 97 

132.7 

1935 

4.76 

3.5B 

133 0 

1936 

4.12 

3 26 

126.4 

1937» 

3.95 

i 3 SB 

116 9 


*Fint four monihf only. 


TABLE VI 

Short Term Government Bonds 

Monthly Averages of Yields on Selected Issues* of Dominion of Canada Bonds, 
January, 1929, to April, 1937 

Source, Original data compiled from the quotation sheets ot several 
leading investment houses and the sales records of the Montreal oflicc of the 
Dominion Securities Corporation, Limited, 



1929 

1930 

1931 

1932 

1933 

1934 

1955 

1936 

1937 

January 

5./J 

511 

4,55 

5 70 

4.15 

392 

2.29 

2.16 

171 

February 

5 14 

509 

4.37 

5.56 

4 26 

3.70 

2.31 

183 

1.98 

March 

3 21 

505 

4 2B 

5.25 

430 

3.26 

2.19 

1 77 

2.06 

April 

5 29 

5,07 

mTm 

5.46 

4 32 

3.08 

2.25 

1.71 

1.9B 

May 

632 

504 

3 79 

6.42 

426 

2B1 

219 

1.72 


Juna 

5 41 

506 

386 

5.49 

414 

2.85 

2 35 

1.6U 


July 

545 

4.9B 

400 

3 23 

4.22 

2 81 

212 

1.51) 


August 

544 

4.67 

3B5 

4 73 

3 95 

2.54 

204 

1.40 


September 

5 42 

4.59 

4 37 

4 58 

4.01 

2.51 

2 70 

iJ2 


October 

5.48 

460 

5.15 

443 

3.93 

2.71 

2.68 

134 


November 

5M 

'4.57 

5.31 

4 49 

4.0G 

2,56 

2.23 

1,51 


Deoember 

5.34 

4,56 

5.55 

4 60 

4.13 

214 

2.11 

1.50 


Year 

5.34 

4B7 

4 43 

3.0B 

4.15* 

2.9! 

2 25 

1.61 



Notk: The highest and lowest averages in each year arc italicized. 

*ln each month the figure is the aveiagc of the yields on two or three 
issues having not more than six years and not less than ten months to run 
to maturity. • 
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long tcnn issues. T'his condition was due largely to the limited 
amount of capital seeking short term investment in bonds and in 
part to the absence of any continuous supply of suitable investment 
media. However, about August, 1932, when the downward trend in 
economic conditions was well advanced and the outlook obscure, the 
pressure of an unprecedented supply of credit seeking outlet in the 
purchase of liquid short term securities resulted in the rate of return 
obtainable from such bonds falling to a level below yields on long 
term issues of comparable credit status. This separation in yields 
has persisted since August, 1932, reaching its maximum in October, 
1936. In that month the average yield obtainable on a selected 
group of Dominion of Canada bonds due within five years amounted 
to only 41,7 per cent of the average yield on a representative list 
pf federal government long term issues. The high, low, and average 
monthly relationsliip of yields on short to yields on long term bonds 
is indicated in table VII, 


TABLE VII 

Long Term and Short Term Government Bonds 
Pcrci*ntagcs of Yields on Short Term to Yields on Long Term Bonds, 1932-37 



10H2 

1933 

1934 

1935 

1936 

1937» 


Per cent 

Per cent 

Per rent 

Fer cent 

Per cent 

Per cent 

lliglicst iivrcciilaHC 

1(14 2 

92 9 

8G7 

71 3 

596 

596 

Lowest perron (Hgc 

93 9 

aG.b 

610 

57 5 

41.7 

544 

Monthly nveruge 

99 0 

90.2 

72 8 

639 

494 

57 0 


*First four nionihs only, 


The separation in yields between long and short term bonds 
inspired the Dominion government to assist the growth of a short 
term money market in Canada by initiating the practice of selling 
short term treasury bills by public tender at frequent intervals since 
March, 1934. An account of the sales of treasury bills by public 
tender up to May 1, 1937, is set out in table VIII. The chartered 
banks and the Bank of Canada are undoubtedly the principal, although 
not the sole, dealers in treasury bills. Prior to 1934 the government 
sold treasury bills direct to the chartered banks at prices determined 
by private agreement; and as a rule these bills were not negotiated 
in the open market subsequent to date of purchase. 

Savings Deposits 

Savings deposits have always constituted one of the most liquid 
and popular forms of short term investment in Canada. Depositaries 
presently engaged in the acceptance of savings deposits consist princi- 
pally of the savings departments of the chartered banka and of trust 
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TABLE VIII 

Short Teru Treasury Bills 

Records of Sales by Public Tender by the Dominion of Canada 

Source: Information supplied by the Department of Finance and the 
Bank of Canada. 


t Cumulative 


lima date 

Maturity date 

Dayi 

term 

Amount 

Average 

CMt 

amount 

outstanding 

March 

1, 1934 

June 

1, 1934 

92 

$ 2,450,000 

2.85 

$ • 

March 

1, 1931 

November 

1. 1934 

245 

12,550,000 

3.12 

15,000,000 

April 

16, 1934 

July 

1, 1934 

74 

1,600,000 

Ml 

.. 

April 

18, 1934 

October 

1, 1934 

166 

13,400,000 

2.71 

30,000,000 

November 

1, 1934 

Febiuary 

1, 1935 

92 

1,600,000 

2.35 

. . 

No\xmber 

1, 1934 

May 

1, 1935 

181 

18,400,000 

2.47 

20,000,000 

February 

6, 1935 

May 

1, 1935 

84 

18,300,000 

2.05 

36,700,000 

\larch 

22, 1935 

June 

22, 1935 

92 

15,000,000 

1.758 

51,700,000 

April 

13, 1935 

July 

15, 1935 

91 

15,000,000 

1.698 

66,700,000 

June 

22, 1935 

September 22, 1935 

92 

15,000,000 

1.555 

30,000,000 

July 

15, 1935 

October 

15, 1935 

92 

20,000,000 

1.385 

35,000,000 

Auguit 

1, 1935 

November 

1, 1935 

92 

30,000,000 

1.233 

65,000,000 

Auauit 

15, 1935 

November 

15, 1035 

92 

20,000,000 

1.222 

85,000.000 

September 11, 1935 

December 

11, 1935 

91 

20,000,000 

1.287 

105,000.000 

September 23, 1935 

December 

31, 1935 

99 

15,000,000 

1363 

105,000,000 

October 

IS, 193S 

January 

15, 193G 

92 

20,000,000 

1.410 

105,000,000 

November 

1. 193S 

February 

1, 1936 

92 

30,000,000 

1.301 

105,000,000 

November 15, 1935 

February 

15, 193G 

92 

20,000,000 

1.271 

105,000,000 

December 

11, 1935 

March 

16, 1936 


20,000,000 

1.249 

105,000,000 

January 

2, 193G 

April 

1, 1936 


25,000,000 

1 197 

115,000,000 

January 

15, 1936 

April 

IS, 1936 

91 

25,000,000 

1.158 

120,000,000 

February 

1, 1936 

May 

1, 1936 

90 

30,000,000 

1.092 

120,000,000 

February 

IS, 1936 

May 

15, 1936 

90 

20,000,000 

1.055 

120,000,000 

March 

16, 1936 

June 

15, 1936 

91 

20,000,000 

0.999 

120,000,000 

April 

1, 1936 

J«iy 

2, 1936 

92 

25,000,000 

0.926 

120,000,000 

April 

15, 1936 

July 

15, 1936 

91 

25,000,000 

0.S79 

120,000,01)0 

May 

1. 1936 

Auguit 

1, 1936 

92 

30,000,000 

0.920 

120,000,000 

May 

15, 1936 

Auguit 

15, 1936 

92 

20,000,000 

0.096 

120,000,000 

June 

13, 1936 

September 15, 1936 

92 

20,000,000 

0.838 

120,000,000 

July 

2. 1936 

October 

1, 1936 

91 

25,000,000 

0.796 

120,000,000 

July 

15, 1936 

October 

15, 1936 

92 

25,000,000 

0.757 

120,000,000 

Auguif 

1. 1936 

November 

Z, 1936 

93 

30,000,000 

0.727 

120,000,000 

Auguit 

15, 1936 

November 

16, 1936 

93 

20,000,000 

0.689 

120,000,000 

September IS, 1936 

December 

15. 1936 

91 

20,000,000 . 

0 643 

120,000,000 

October 

1, 1936 

December 

31, 1936 

91 

25,000,000 

0 686 

120,000,000 

October 

15, 1936 

January 

15. 1937 

92 

25,000,000 

0.702 

120,000,000 

November 

2, 1936 

February 

1. 1937 

91 

30,000,000 

0.730 

120,000,000 

November 16, 1936 

February 

15, 1937 

91 

25,000,000 

0.749 

125,000,000 

December 

1, 1936 

March 

1, 1937 

go 

20,000,000 

0 766 

145,000,000 

December 15, 1936 

March 

15, 1937 

go 

25,000,000 

0.747 

150,000,000 

December 31, 1936 

April 

1, 1937 

91 

25,000,000 

0 746 

150,000,000 

January 

15, 1937 

April 

15, 1937 

90 

25,000,000 

0.747 

150,000,000 

February 

1. 1937 

May 

1, 1937 

89 

^,000, 000 

0.759 

150,000,000 

February 

13, 1937 

May 

15, 1937 

89 

^5,000,000 

0.776 

150,000,000 

March 

1, 1937 

June 

1, 1937 

92 

20,000,000 

0.795 

150,000,000 

March 

IS, 1957 

June 

15, 1937 

92 

25,000,000 

0.805 

150,000,000 

April 

I, 1937 

July 

2, 1937 

92 

25,000,000 

0.766 

150,000,000 

AprU 

IS, 1937 

July 

15, 1937 

91 

25,000,000 

0.771 

150,000,000 

May 

1, 1937 

July 

31. 1937 

91 

"20,000,000 

0.749 

140,009,000 
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and loan companies, the Post Office Savings Bank, the Province of 
Ontario Savings Office and the two large savings institutions in 
Quebec, namely, The Montreal City and District Savings Bank and 
La Gaisse d'ficonomic de Notre Dame de Quebec. The bulk of 
savings deposits in the Dominion is held by the chartered banks. 
From the turn of the century to* 1933, rates of interest returns on 
■savings deposits with the chartered banks were stable, and in the 
case of otlaer institutions did not vary to any important extent. How- 
ever, in 1933, all the depositaries above mentioned initiated a series 
of reductions in the rates allowed on savings deposits^ with the 
result that rates obtainable at the present time range from two«>thirds 
to one-half of those which prevailed in 1929. The general rate 
allowed by each of these depositaries in 1929, the rates now effective, 
and the changes in rates since 1929 arc set out in table IX. 

In addition to savings deposits, the chartered banks hold another 
group known as current or demand deposits. The former amount 
to a larger sum, but by means of chequc.<b drawn on the latter, the 
bulk of the public, commercial, and financial business of the country 
is transacted. It has been the policy of the banks for many years 
to allow no interest on current accounts in general, although in the 
case of a few depositors individual negotiations led to interest being 
paid at a rate substantially lower than that on savings accounts. 
The banks agreed that after January, 1936, interest on all current 
accounts would be discontinued. 

Bank Loans and Advances 

Since 1929 rates of interest and discount charged by the chartered 
banks on loans and advances in Canada have undergone important 
decreases. For many years previously rates of interest and discount 
had differed according to the class of loan; but the rates in each 
class had shown small change from time to time. Short term credit ac- 
commodation in Canada always has been, and still is, largely a matter 
of private arrangement between the chartered banks and their cus- 
tomers. This practice has produced the following results: (1) no 
supply of commercial bills or acceptances becomes available for sale 
in the open market, although a few Canadian corporations have 
from time to time sold their commercial paper in the New York 
market; (2) no facilities outside of the chartered banks have been 
developed for dealing in short term paper; and (3) no central short 
term market has arisen where the banks compete to loan money at 
call against the security of bonds and stocks.^ • 


17 
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The absence of an open short term money market has been due 
to the same conditions responsible for the traditional stability in rates 
of bank interest and discount. These conditions consist principally 
of the paucity of domestic and foreign capital .seeking sliort term 
commitment in Canada^ the considerable degree of economic in- 

TABLB IX 

Savin Q s Deposits 


General Rates Allowed by Certain Depositaries in Canada, 1929-37 
Source: Information supplied by the various depositaries. 



General rate aliowed 

Ckaugrs in genera] rate 
since 1929 

Depositary 

Throughout 

1929 

In May 
1937 

Chartered banks 

Per cent 

3 

l*er cent 

May 1| 1931| reduced to 2^ per centj 
Nov i, 1934, reduced to 2 per cent; 
and June 1, 1936, reduced to V/t 
per cent. 

Post Office Savings Bank 

3 

2 

hfay 1, 1933, rcdiircd to 214 prr cenij 
and Nov. 1, 1931, redured to 3 per 
rent 

Province ol Ontario Savings 
Office 1 

3 

and 

2 

May 1, 1933, retiuerd to 2(4 per rent; 
Nov. 1, 1934, reduced to 2 per cent; 
June 13, 1935, laised to 2(4 per 
cent; May 1, 1936, reduced to 2 per 
cent on accounls over $10,000 but 
continued at 2(4 per cent on occoimis 
up to $10,000, and July 1, 1036, 
reduced to 1(4 per cent on accounts 
over $10,000 but conilnued at 2 per 
cent on accounts of $10,000 or ]ch« 

The Montreal City awl 
District Savings Bank 

3 

154 

and 

2 

May 1, 1933, reduced to 2(4 per cent; 
Nov. 1, 1934, reduced to 2 per centt 
and June 1, 1936, reduced to 1(4 
per cent in respect of new deposits, 
but rate of 2 per cent continued on 
accounts existing on June 1, 1936. 

La Caiiie d^^conomie de 
Notre Dame de Quebec 

3 

154 

and 

2 

May 1, 1933, reduced to 2(4 per cent; 
Deo. 1, 1934, reduced to 2 per cent; 
Juiy 1, 1936, rate reduced to 1(4 per 
cent on accounts over $10,000, but 
continued at 2 per cent on accounts 
up to $10,000. 

National Trust ' Company 
Limited (representetlvo of 
general practice of trust 
and lean companlea In 
Canada) 

4 

2 

June 1, 1933, reduced to 3(4 per 
cent; July 1, 1934, rotiuced to 3 per 
cent; Jan. 1, 1933, reduced to 2(4 
per cent; July 1, 1936, reduced to 

2 per cent. 
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TABLE X 

Rates of Interest Charoku by the Chartered Banks on Four 
Classes of Loans: 1900-30 and 1937 


Source* Although the banks have never published the rates charged on 
these classes o£ business this material has been collected from a number of 
iclinblr sources and verified as far as possible. 


Clou of loan 

1 Eastein Galiada | 

Western 

Canada 

lfX)0-30 

May, 1837 I 

1900-30 

: May, 1937 


Ter cent 

Per cent 

Per cent 

l*er cent 

Commercial 

6-7 

5 -C 


a 

Call 

6 - fii/a 

4yj - s/j 

G -7 

4ya-G 

Municiiml 

G-fiy, 

3 -5 1 

C -7 

4 -6 

Famen. 

7-8 

6 -7 ' 

6 -10 

6 -7 


Stability in this country^ and the comparatively narrow domestic 
market for bonds and stocks. The last two factors reduce the liquid* 
ity of short term loans and advances. The relaxation in rigidity of 
rates after 1929 has been due more to the substantial decline in 
demand for bank accommodation than to any important alteration 
in the basic conditions which produced rate immobility up to 1929. 
The course of rates charged for bank credit is indicated in tables 

f 

TABLE XI 

Average Rateb of Interest and Discount Charged by the Ghartbreo- 
Banks by Types op LoaNj 1935-6 


Source: Material supplied by the Inspector-General of Banks, Ottawa, 


Type of loan or ad\'ancc 

Average Interest* 

Average discount* 

1935 

1936 

1935 

1936 

Any advance or loan to or guaranteed by 
tlie Dominion or provincial govern menu 

Per cent 

4 38 

Per cent 

3.91 

Per cent 

4.G8 

Per cent 

353 

Any advance or loan to or guaranteed by 
atiei, towns, municlpnlitics, and school 
districts 

4.42 

.3.92 

4.95 

4.61 

Any call and sliort term loan to bond dealers 
and stock broken 

3.17 

4 54 

4.64 

3.85- 

Any advance or loan other than the fore- 
going 

565 

5.28 

6.21 

6.04 

On the whole amount of all loans and ad- 
vances made in Canada ^ 

5.28 

4.92 

6.08 

5.91 


**Thc average rate for each classification of loan or advance represents 
the simple average of rates reported for such classification by all chartered 
banks. The average rate reported by each bank for each classification is 
weighted to reflect the approximate voliune of loans and advances at the 
several rates cfTcctivc in respect of such classification^ . 
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X and XL The approximate range of rates cfFcctivc in Eastern 
and Western Canada compiled by several types of loans over the 
period 1900 to 1930 and the general rates now pievailing arc set out 
in Table X. Official statistics of average rates effective in the years 1935 

TABLE^ XII 

Mortoaoe Rates in Various Parts of Canada, 1D29-36 
Experience of One Company* which Operates ihroiighoiit the Whole of Cnnadn 

Source: Years 1929 to 1931, Appendix to Minutes df Proceedings and 
Evidence April 4^ 1933^ Select Standing Committee on Banking 
and Commerce^ p. 78. 

Years 1932 to 1936, The Dominion Mortgage and InvcsUiicnts 
Association. 



1929 

1930 

1931 

1912 

1931 

1934 

1913 

1936 

tVeifiklMl average rate of interest on 

new business accepted and completed 




Per 

Per 

Pci 

Per 

Per 

Per 

Per 

Per 


cent 

cent 

cent 

cent 

cent 

cent 

cent 

cent 

Ontario (including 









Montreal) 

7-11 

6.92 

6.63 

6 31 

b84 

6 41 

604 

.1.77 

Manitoba 

704 

7.J2 

7,00 

700 




.. . . 

nriUih Columbia 

7-11 ' 

'7.13 

7,17 

708 


ono 

7.0(1 

G.07 

Alberta 

7-»l 

7.39 

7.29 

» I. 


, 

. , , 

, 

Saskalchcvran 

7 37 

7 7b 

7.hl 


, . 


7.(K) 


New Drunswlck 

7.63 

7,41 

7 07 



7 00 

0 23 

(1.11 

Nova Scotia 

7.44 

7.61 

7.50 

7,10 

, 

6.Hb 

7.11 

3.69 

Oxford County, Ont 

603 

6.90 

6.70 

•6.10 

, 

. , 

6.30 

3.36 

Brant County, Ont. 

700 

7on 

700 



700 

• 

3.74 

Avenge 

7.10 

6 99 

68*1 

6 61) 

b84 

6 43 

6.1)9 

3.00 

Woigkted average rata of interest on amoiint 

reneued during 

year 




Ontario (including 
Montreal) 









G.83 

6.09 

6 HD 

6.99 

6.77 

b.71 

6.00 

3.73 

Manitoba 

7.3b 

7.45 

7 29 

7.29 

7.09 

7.00 

6 Ob 

b.32 

British Columbia 

7.17 

7.41 

7,19 

7.ai 

7 39 

709 

b.Gl 

6.33 

Alberta 

799 

7.90 

0.12 

8.11 

8 00 

7 02 

7.00 

' b.»)2 

Saskatchewan 

7.89 

8.12 

7.65 

7 9.1 

7 79 

7.00 

7.00 

6 72 

New Brunswick 

7.30 

7 36 

6.91 

709 

7.00 

7.10 

(>97 

608 

Nova Scotia 

8.00 

7 71 

8 00 

R.00 

7.15 

7.41 

669 

6.70 

Oxford County, Ont 

6.81 

6 30 

6 50 


b.50 

6.00 

6.15 

3.73 

Brant County, Out. 


7.D0 

7 00 


■ 

6 30 

6.00 

6.00 

Average 

704 

705 

690 

7.04 

6 79 

6 90 

6.l(> 

3.84 

Weighted average rale of Interest on all rcnctrals and new business in Canada 


Average 

7,08 

7 01 

6.B7 

7 01 

6.80 

b.79 

6.13 

5.83 

Index 

too 

99 0 

<>7.0 

99 0 

96 0 

96.9 

866 

B2.3 


*In 1936 this company, along with otiicrs, agreed to i educe the interest 
rate on all farm mortgages in Saskatchewan and Manitoba to 6 per cent. 
While the wangements in Saskatchewan and Manitoba were made in 1936, 
the mechanics of completing the renewal agreements require time and the 
great majority will be reflected in the 1937 figures. A similar olfpr has been 
made m Alberta but has not yet been consummated because that province 
has enacted a compulsory debt reduction Act, the validity of which is now 
in question before ^the Court of Appeal. 
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and 1936 were compiled by type of loan or advance, and are set out 
in table XI. 

The rate at which the Bank of Canada will make advances to 
the chartered banks has been V/% per cent ever since March 11, 
1935, when the central bank begfan business. A few advances of 
small amounts have been made by the bank at this rate. Before 
tliat, it was possible for, and at times a practice of, the chartered 
banks to obtain advances of Dominion notes from the Department 
of Finance under the Finance Act. On these advances, from May 
1, 1933, to March 11, 1935, tlie rate was 2J4 per cent (except 
on advances secured by Dominion of Canada 2-year 4 per cent 
notes due November 1, 1934, and temporarily extended, for which 
rate was 3 per cent; and on advances secured by Dominion of Canada 
1-year 2% per cent treasury bills due August 1, 1934, for which 
rate was 2 per cent) . • A complete table of the rates previously 
charged on Finance Act advances may be found on page 41 of the 
Report of the Royal Commission on Barring and Currency^ 1933; 
and need not be reproduced here. During die depression the rates 
fell by steps, from the level of 4^4 per cent which prevailed throu^- 
out 1929. 

Private Mortgage Loans 

Investment in new mortgages in each year since 1929 has been 
of limited volume p particularly in the years 1931, 1932, and 1933, 
when financial distress impaired the credit standing of borrowers 
in many sections of the country and provoked the enactment of 
emergency laws, in most of the provinces, which reduced the con- 
tractual rights of mortgage holders. Statistics of the rate of interest 
return obtainable from this type of investment over a long period 
of time are very incomplete, as mortgages are not negotiated in the 
open market but are largely a matter of private arrangement between 
institutional or private investors and the borrower. Plowever, based 
on such data as are available, it would appear that rates of interest 
on mortgages have decreased since 1929. The extent of the decline 
has differed between geographical areas. Table XII presents the 
experience of one representative company; index numbers computed 
on the basis of the movosnent of the several rates may reasonably 
be considered as indicative of the course of interest returns since 1929. 

Available data indicate that in past years conditions producing 
clianges in yields on high grade long term bonds have been reflected, 
but to a less important degree, in the mov^ent of interest rates 
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on mortgage loans. The relatively low level of rates now current 
and the downward trend of rates in recent years havt* been due to 
the co-operative efforts of governments and mortgage holders to re- 
lieve distressed debtors, to an increased discrimination on the part 
of investors in the quality of new mortgage loans, and in part to the 
influence of easy money conditions, 

II, The Effects op Movements of Interest Rates 

The background against whith the (‘onscqucnces and implications 
of lower interest returns in Canada must be examined is one of 
depression and partial recovery. Since early in 1932, interest returns 
on high grade bonds have tended almost steadily downward. This 
has been due in part to capitaFs lack of confidence in anything but 
the highest quality of investment, in part to the rcj^laecmcnt of 
commercial loans by bonds in the banking system, and in part to 
a deliberate easy money policy initiated by government through the 
expansion of bank reserves and of bank credit to finance deficits. 
This easy money policy has had for its main pur]x>sc the maintenanre 
of national solvency through lightening thv burden of interest charges 
on debt already created and obtaining low rates on new Jxjrrowings 
to meet heavy relief payments. This purpose has sometimes been 
masked by another advanced in the cause of cheap money: namely, 
that private capital undertakings would be stimulated by a reduction 
in their interest cost, thus promoting recovery and lending to fuller 
employment. 

Interest is the hire price of money or capital and represents the 
existing relationship between debtor and creditor. The market rate 
of interest is composed of two elements: («) the pure interest factor 
or riskless rental rate, and (b) the risk factor, this latter being an 
evaluation of the credit of the borrower in the eyes of the lender. 
Around the investor or owner of capital, the market revolves. Capital 
is always seeking an outlet at a rate commensurate with the risk 
involved. A deflationary baeJcgroujid is not conducive to confidence 
and for this reason the risk factor has prevented a fuller alleviation 
of the situation of debtors than has actually occurred. 

Among our major governments, die Dominion has reaped marked 
benefit from its own easy money policy. The average intcrc.st rate 
on direct debt has been reduced from 4.92 per cent in 1931 to approxi- 
mately 3,67 per cent as of March 31, last. This has been accomplished 
by the refunding of maturing or callable bonds, the eieation of addi- 
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tional debt at progressively lower rates^ and the development of a 
short term money market for treasury bills in Canada. 

The Eastern Provinces — Ontario, Quebec, and the Maritimes — 
have been able also to reduce the carrying charges on their outstanding 
capital obligations, but in each case additions to debt have been 
substantial. In the Prairie Provinces, however, an unexampled series 
of drought conditions on top of an already heavily mortgaged eco- 
nomy has increased the risk factor to such an extent that these 
provinces have been unable to approach the capital market for 
new money cither for current expenditures or for refunding purposes. 
British Columbia, until very recently, has suffered from Jack of con- 
fidence on the part of capital and the prevalence of lower interest 
returns has been of little benefit. 

Municipal debt has shown the smallest increase during this period. 
Annual provision for debt retirement has made refunding almost 
unnecessary. Additions to debt have been mostly for current purposes, 
and have borne progressively lower coupon rates, but such issues 
have been made only by municipalities which have displayed pru- 
dence in the management of their affairs. Confidence has been 
badly disturbed by the defaults which have occurred; and as a result, 
a large proportion of our municipalities hav^c been unable to borrow 
at all. 

Governmental debt — federal, provincial, and municipal — is esti- 
mated to have increased by $1,800 million since March 31, 1931, 
during a period of progressively easier money conditions. This is 
attributable to the paternal attitude adopted by the state toward the 
individual deprived of subsistence. If these social expenditures have 
all been necessary, then it may be said that lower interest rates 
have aided materially in financing the depression. But easy money 
is an inducement to borrow! and if easier borrowing conditions have 
led to a funding of expenditures which might otherwise not have 
been made or might have been met, at least in part, out of current 
revenue, then it may be that our bargain has been a bad one. The 
test will come during the next depression; and it is feared that 
unless governmental debt is substantially reduced during the interval 
even easy money will not be sufficient to maintain national solvency 
then. c 

Corporate debtors have been quick to take advantage of lower 
interest rates, once earnings and interest coverage began to increase, 
through the refunding of their existing -debt. Many of our best 
corporations have been able to effect substantial savings, not only 
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in interest chargeSj but also through the elimination of the holders’ 
option for payment in citlicr sterling or American funds (or bolli) 
as well as Canadian funds. Some inaiginal corporations, howcn^cr, 
have found; after refunding, that little was left after paying calluhlc 
premiums, new issue costs, and Loniiiiissions, Otlu'rs also, bearing 
pre-depression capitalization, have '^n.Tcivcd little benefit. 

Lower intert'st rates have been made available to many mort- 
gagors upon renewal of their existing agreements, provided always 
that the mortgagors’ credit record was good and thc‘ loan reascmably 
secured. The property holder, with only a small equity, or the 
home envner who has hidden bddnd mortgage moratoviinn legislation 
has had very little benefit from the lower rates. 

Easy money has not been available to all debtors. Tliis has caused 
a great deal of political and individual agitation for legislation to 
reduce arbitrarily all interest rates on existing debts without regard 
to the present contractual basis and without regard to the credit 
worthiness of the debtor. Such agitations, so far fi*om accoiiipHsliing 
tlicir ]Durposc, have helped to destroy confidence and have increased 
the lenders’ evaluation of risk. Make the ]^iim intc'ri^st rate what 
you will, the risk factor must still be dealt witli. 

Reverting to die creditor side of •‘die equation, lower interest 
returns have meant a redistribution of the national income. The 
wages of capital usually find their way to a ivlatively small portion 
of the population, one which is constantly faced with the problem 
of reinvestment. It follows that a smaller percentage of the income 
received by this group is expended in die purchase of goods than is 
the case with individuals who are dependent on wages and salaries. 
Lessened interest returns to, capital should allow a proportionately 
higher distribution in the wage and salary division leading to in- 
creased aggregate purchasing power and a higher degree of business 
activity. Although it can be argued that this redistribution is an 
advantage to the country as a whole, application of cheap money 
has meant sacrifices by investors; particularly those dependent on 
fixed incomes, which have fallen, in some eases, to a point that 
has entailed suffering to a class of hard working, thrifty people. 
Many beneficiaries of tnist funds now find encroachment on capital 
necessary. A possible outcome is that another class will become 
wards of the government. 

liowered interest returns have decreased the earnings of our ehar- 
tcred banks, although interest on deposits has declined as partial 
compensation, ^his has made the provision of adequate rc.scrvos 
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for contingencies more difHcult and is of particular importance when 
it is considered that monetary control has forced the banking system 
to absorb bonds at incieasingly higher prices for financing government 
deficits. At March 31, 1937, total deposits were approximately 
$2,300 million and of this $1,420 million were represented by security 
holdings, $945 million of which were longer than two years in 
maturity. Easy money will have been instrumental in creating a 
problem for our banking system if there should be any rapid revision 
downward in bond prices. A 10 per cent fluctuation in capital value 
of security holdings of over two year maturity would have a pro- 
nounced effect upon the reserve funds of the banking system unless 
adequate internal reserves are maintained. The increasing depend- 
ence of banks on “loans to strangers” or bonds has also made a 
fundamental change in banking investment practice where the bond 
account has become the centre of interest instead of being a sub- 
sidiary activity to the loaning of funds for commercial purposes. 

Although other financial institutions do not, as a rule, undertake 
to act as depositaries for money which can be obtained any time on 
demand, nevertheless the hazard of portfolio depreciation is always 
present when bond assets arc being acquired at seemingly inflated 
prices. Unless the new basi» is well sustained, a severe strain will 
be placed on creditor institutions during the transition period. 

Lower interest returns have been a deterrent to investment in 
bonds and have led to a large fund of private money seeking a more 
profitable outlet. The rapid increase in stock market prices which 
has occurred during the last three years is a reflection of the applica- 
tion of the theory of alternative investment. Large movements of 
capital in search of greater income or capital appreciation arc quickly 
reflected in stock prices and have a grave psychological effect as 
they rapidly assume boom pmportions. The culmination of these 
booms, as well as occasioning loss to the participants, has a very 
unsettling effect on confidence. Artificial prices arc dangerous in 
any field, but particularly so in the case of bond prices and stock 
prices where the effects permeate the entire economic system. 

The method by which artificially easy money has been brought 
about, namely, expansion of bank reserves and bank credit which 
has been used by the gQvcrnmcnt to finance deficits, has been in- 
flationary in character. Credit has been brought into being as a 
result of governmental needs, not business expansion. Deposits to- 
day arc equal to the 1929 figures, but velocity of turnover is still 
well below the level of that year. Money is almost a drug on the 
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markets Monetary glut has usually preceded a strong upward niovc- 
ment in commodity prices and a consequent increase in the cost 
of living. It is true that inflation has not yet caught Iiold, but the 
basis is laidj and our controls have not been tested. Much more 
is known to-day about tlic theory of money and cmlit, yet we ai(‘ 
on an uncharted sea. The old so-called automatic controls have 
been suspended in favour of planned management, and the managers 
must be able to regulate this mechanism in delicate responsiveness 
to the currents and eddies of commercial need, always impartially 
as amongst adverse groups. Is such saintly management possible, 
and if so, will our controls be effective? 

A great deal of stress has been laid on the importance of cheap 
money in promoting business recovery and fuller employment. It 
is said that cheap money entices private cntcrjjrisc to borrow for 
expansion and thus shifts the burden of maintaining subsistence from 
government to private industry. Looking back from the vantage 
point of the fifth year of recovery, it is difficult to assess the part 
that artificially easy money has played in recovery, but it is clear 
that the benefits of low interest rates have been slow to work througli 
the economic structure. Recovery has come; and this revival differs 
little from its predecessors in general pattern. There is little evidmre, 
however, that industry has rushed to borrow on the strength of low 
interest rates. Current and commercial loans of the banks arc still 
48 per cent lowpr than those existing in 1929, and only a few million 
above the recent low point. Borrowings by ror])orations for plant 
expansion or new enterprise are still only nominal in amount. Build- 
ing contracts have been stimulated by housing and home improve- 
ment schemes, as well as by cheap money, in an effort to ^'prime the 
pump” in the capital goods industries. The mere existence of cheap 
money is evidently not enough. Confidence, or lack of it, has also 
played a major role. 

The Canadian public have been ”sold” on the necessity and 
advantage of low interest rates on the theory that low interest rates 
and recovery arc synonymous. In most eases interest is only a minor 
item in the cost of production and is becoming increasingly less 
important as speedy transportation narrows the distance between 
producer and consumer. If too much strass is laid upon the im- 
portance of cheap money as a means of maintaining and improving 
economic activity, small interest rate changes may have an altogether 
disproportionate effect on confidence and in magnifying business 
fluctuations. M investors try to anticipate and meet conjectured 
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changes in monetary controls, capital markets are becoming increas- 
ingly sensitive to political utterances and to minor changes in business 
factors. Tlie btisiness world is in no position to pursue a clearly 
marked path to prosperity. 

In conclusion, lower Interest rates have been an immediate ad- 
vantage to Canadian governments in the financing of the heavy 
relief requirements and in refunding at low cost; but if easy borrow- 
ing conditions have led to an unjustifiable increase in our debt 
through wasteful handling of the relief payments, then the immediate 
advantage may be nullified to a large extent Time will provide 
the answer. Whether artificially low interest rates have retarded 
or prompted recovery will doubtless never be settled to the satisfac- 
tion of all. Evidence seems to be lacking that private enterprise 
has reacted strongly to the stimulant of cheap money; but it has been 
apparent that easy money has caused a speculative boom in the stock 
market and laid the basis for inflation of commodity prices and the 
cost of living. I believe it is fair to sa^ that natural low interest 
rates are an aid to legitimate business progress but that artificially 
low rates keep money below its real worth and militate against a 
sound recovciy by setting forces in motion wliich later involve serious 
readjustments. Our economy can be kept in equilibrium only if 
the interest rate is allowed to perform its full regulatory function. 

III. The Future of Interest Rates 

Current discussions of the future of interest rates have many of 
the characteristics of religious or political controversy. It seems 
impossible to approach the subject without bias. Our opinions almost 
inevitably become coloured by preconceptions of the possibilities or 
limitations of interest rates as an economic or even as a social force. 
Our ideas on what interest rates ought to do or ought to be are 
very apt to influence our vie^vs on the course that interest rates arc 
likely to follow. Some of the recent pronouncements on the course 
of interest rates emanating from both academic and financial circles 
read suspiciously like “tracts for the times.** 

What is likely to be the trend of long terra interest rates? If 
it were possible to take a ballot of the professional investment com- 
munity, those who in flic day-to-day course of their business arc 
investors or dealers in fixed interest bearing obligations, the majority 
opinion concerning the future of interest rates would in all probability 
be found to be something like this: 'T'he turning point in the 
interest rate cycle was probably passed last year. Interest rates have 
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already begun to rise, and from now on a gradual continuance of 
this trend seems probable.” Now, leaving aside for the moment an 
enumeration of Ae i*casons for this belief, and discussion of their 
validity, I suggest that the very fact of its exi.st(*iice is in itself a 
not unimportant influence on the immediate course of interest rates. 
Undei* present-day conditions, by fhr the greater part of investment 
in securities within the “money rate” categoiy is done* by a relatively 
few professional investors. Under such ciiruinstances the im])act of 
concerted action based upon the general anticipation of a trend may, 
over the sliort-run, over-discount it appreciably. Fundamental factors 
may be changing, but perhaps not nearly so rapidly as tlic action 
of high grade bond prices since the end of tlic year would indicate. 
Be that as it may, well-informed bond investors arc viewing the 
future with suspicion. Yet certain factors militate against a con- 
tinued rise of rates, Money is still plentiful, and for most institutions 
charged with the responsibility of investing other people’s funds the 
purchase of gilt-edged securities must go on in Uie regular course 
of business. Even if the legal or practicsil limitations surmundiiig 
their trusteeship permitted a heavier investment in equities or .s(*('ond 
grade bonds, the interest return from these e<ntegories is unattractive, 
whatever may be their speculative possibilities. It is left to the private 
investor to rush in where the institutional buyer cannot or dnir not 
tread. In the absence of any important inereasi* in alternative out- 
lets for investment funds, the hackneyed query “If w(‘ sell our high 
grade bonds what do we do with tlie money?” .still lacks a satis- 
«factory answer. 

About the only practical recourse as yet available to the institu- 
tional investor fears the market trend, is to sliorten the term 
of the investments under his supervision, and short(*nliig term is now 
fashionable investment practice. But even this expedient is limited 
by the fact that really short term interest rates arc already very low. 
To forgo the 3.30 per cent return available from an eighteen year 
Canada 3 per cent bond in favour of 2.30 per rent return from a 
five and a half year 3 per cent bond entails a very considerable 
sacrifice in yield, and one which an insurance company, for example, 
could hardly alTord to accept. Then, too, the prcfcri'iiec for securities 
of great liquidity, in so far a.s it can be exercised, is in itself a fonx 5 
tending to keep down shorter term yields, so helping to maintain 
the spread between long tenn and short term rates. The result is 
added protection to the long term rate against increase. 
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must cater to popular demand. A fifteen year maturity seems, at 
the moment, to be about the maximum term that the market is willing 
to look at. It is significant that the Dominion government in its 
conversion operation on May 5 offered to holders of maturing 
per cent Victory Bonds the choice of twelve year, five year, and two 
year maturities. Yet less than nlhe months ago the Dominion sold 
an issue of “perpetuals**, which holders arc now ruefully contem- 
plating at something like nine points under the issue price. Now, 
this present demand for medium and short term securities raises 
a point worthy of passing notice. Because of the prevailing situation, 
public borrowers, whose issues command confidence, can get money 
at short term at very low cost. In so doing they are, perhaps un- 
consciously, following Mr. Keyneses advice to ‘‘profit by the anxieties 
of the public and save interest by supplying the liquidity demanded.”^ 
Another result of the ease with which shorter term securities can 
be sold may be to give another section of the public, unversed in 
money market technicalities, an entirely erpneous idea of what their 
credit is “worth.” 

Be that as it may the significance for the future is clear. The 
large amount of short term indebtedness means that borrowers have 
to-day, more than ever, a “vbsted interest” in the maintenance of 
the present level of short term rates. This gives them a concern in 
the maintenance of the present scale of money rates. For if the 
past is any guide, on an upward swing in the general level of money 
rates the spread between long term and short term rates tends to 
narrow and ultimately to disappear. 

So much for the prevailing majority opinion and its manifestations. 
The logical processes on which this opinion is based may, of course, 
range all the way from the “common sense” observation that “the 
bond market can’t stay where it is forever” to closely argued inter- 
pretation and analysis of current trends and their future significance. 
In this necessarily brief paper, attention will be given to two broadly 
representative schools of thought that arrive at the same conclusion 
from arguments based upon hypotheses that are different. First, 
we have what might be termed the “fundamentalist” point of view 
which has as its basic diesis the proposition that higher interest 
rates are the natural consequence of the interplay of economic laws 
ns ‘“inevitable” as the law of gravity. Interest rates, according to 

^Scc J. M. Keynes's address as chairman of the National Mutual Life 
Assurance Society, Annual Meeting, Feb. 24, 1937,^ • 
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this view, will be forced up, whether we like it or not, by a growing 
demand for credit to finance commercial loans, mortgages on real 
estate, stock market transactions, and, for a time at least, arinainimt 
expenditures. Indeed, demand from diese sourees is aheady on the 
increase. This trend will also be accelerated by an upward movement 
in commodity prices which has already become appai*cnt. The lesiilt 
will be a cumulative upward spiral making progressively greater 
demands upon tlie credit base. Ultimately, cicdit stringency will 
reverse the process, and bring about the inevitable deflation. Such 
a view obviously discounts the ability of governments or central banks 
to keep money rates low when pure economic forces tend to pull 
rates the otlier way* To quote Professor Edwin Ketnmeier, *‘TTic 
claim which one is nowadays continually hearing that the Govern^ 
ment is planning to hold interest rates indefinitely down to their 
present very low levels seems naive and childlike.**- Tlic rase of 
the ^fundamentalist** is strengthened by reference to tlic past. He 
can show that as far back ^s records go there always has been a close 
correlation between the cyclical swings of interest rates, and com- 
modity prices. He sees no reason why we sliould cxi^cct any very 
diflferent state of affairs to prevail in the future and is apt to nmiind 
us that he has heard of **new ems** bcfforc. 

But there arc others who tell us that we must look for higher 
interest rates for the very reason that we have entered a “lu'w era** 
of purposive monetary control. They arc quite ready to admit that 
it is now within the power of monetary authorities to influence the 
course of interest rates. But they point out that easy money, while 
desirable under certain conditions, is not an end in itself. We have, 
we arc told, now reached a stage where the claims of easy money 
must give way to other more important considerations. At the point 
now reached in the recovery cycle, so the theory runs, monetary 
authorities svould do well to make money dearer, to restrict credit 
in order to forestall the development of an inflationary boom and 
its subsequent collapse. This, in broad outline, is the thesis developed 
with particular reference to American conditions by Mr. L. L. B. 
Angas in his pamphlet Slump Ahead in Bondsj which in the past 
few months has become a financial “best seller.** The “Angas Theory** 
starts from the assumption that the United States is going to con- 
tinue in a new era of managed money, and, tlicreforc, “the whole 

®Scc Trends in Interest Rates, an address before The American Finance 
Conference Nov. 18, 1936, published in pamphlet form by Manhattan Foun- 
dation Inc., 44 Wall St., New York. 
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Trade Cycle as we have learned to know it, may now be dead.” 
l^he courses of interest rates, prices, wages, and business arc now, he 
tells us, dependent upon the will of a triumvirate made up of Presi- 
dent Roosevelt, Mr, Morgenthau, secretary of the Treasury, and 
Mr, Eccics, chairman of tlie Federal Reserve Board. These three 
gentlemen, says Mr, Angas, havc*bcen responsible for initiating busi- 
ness recovery by inflating bank credit. But if they are to do the 
ri^t thing at this juncture (and incidentally, Mr. Angas points out 
that their political reputations depend on their managerial skill), 
they will now "put on the brakes” in order to prevent "a wild price 
inflation occurring as a result of a rapidly reviving velocity of money.” 
Reduction of excess reserves is a step in the right direction, but more 
positive measures will be necessary if boom and collapse are to be 
avoided. The final advice given us in Mr, Angas^s pamphlet is 
to study — not the business cycle of the past — ^but “the minds of 
Eccles and Roosevelt, for they are The Monetary Control.* 

The influence of Slump Ahead in Bqnds on current investment 
opinion in the United States and Canada has been very considerable. 
Indeed, some people credit this pamphlet with causing the Federal 
Reserve Board to announce, at the end of January, the 33 1/3 per 
cent iiKreasc in member baifks' reserve requurements. Whether this 
be true or not, Mr. Angas has a reputation and a shrewd sense of 
salesmanship. His arguments are marshalled in concise “snappy” 
form calculated to appeal to the busy business man. There are one 
or two chapters on "theory** but a note at the head of the page 
tells the readers he can skip these. Indeed, we need not even read 
the pamphlet since the whole argument is summarized on the fly- 
leaf; giving those of us who are pretty busy anyway a ready-made 
set of logical reasons for a belief that may have formerly existed only 
as a vague suspicion that bond prices were too high. 

Yet there arc a few sceptical souls who remain unconvinced 
either by the fundamentalists or by such higher critics as Mr, Angas. 
The latter group seem only to offer a choice of slumps. In the name 
of sound monetary control, we are to welcome a slump in bonds in 
the immediate future as preferable to a slump in stocks, prices, and 
business activity later on; quite some time later on, it would appear, 
since even the boom which is to be checked seems to Unger yet 
awhile. May it not be a bit premature to talk of the need for 
titter money when resources of capital and labour arc still not 
fully employed? The construction industry, wherein so much un- 
employment centres, is still languishing, and to ccmstniction above 
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all else, higher intci*cst rates would be a serious hniKlic'ap* T'riic, 
some basic raw materials may have been advancing dm: to the tem- 
porary stimulus of armament demands; but even hci*c a corrective 
movement has already taken place. True also, tlie slock market 
has been showing signs of ovcr-cbullicncc; but that situation too 
seems to be correcting itself. In any event, if these s]}cciiie situations 
must be controlled, cannot specific remedies be ai3])lied, without 
recourse to such a pervasive deflationary influence ns an increase 
in tlic general level of interest rates? If the alternatives are as un- 
compromising as Mr. Angas would have us believe, is there not 
something to be said for taking a chance on the future and seeking 
to avoid the immediate consequences of the slump in bonds; con- 
sequences that might be just as devastating and just as far-reaching 
as those arising from this still hypothetical boom and collapse? In 
the words of Colonel Ayres, well-known economist of the Cleveland 
Trust Company, is not this talk of checking bank credit expansion 
and restraining prices adv/inccs tantamount to “locking the stable 
door before the family horse has even been acquired”?'* 

Those of U 5 who, for reasons such as these, enmiot y(*t subscribe 
to the belief that interest rates should be made U) risCi nr(' not 
without a spokesman in high places. * “If ” says Mr. Keynes, “we 
play with dear money on the ground that it is fliealtliy* or ^natural' 
then I have no doubt that the inevitable slump will ensue. We must 
avoid it, therefore, as we would hell-fire. It has been the occurrence 
of dear money hitherto which has joined witli other forces, to make 
a slump inevitable And Mr. Keynes would lead us even further. 
Not only is it undesirable that interest rates should rise, hut it is 
also unnecessary that they should. His eonclusions an: a challenge 
to those who hold that interest rates arc the “natural” effect of 
blind economic force. Stressing the vast resources at the control of 
the Bank of England and the Treasury, he concludes that “if we 
know what rate of interest is required to make ] 3 rofi table a flow of 
new projects at the proper pace, we have the power to make that 
rate prevail in the market.”® In this contention he has support 
from The Economist In its issue of May 8, after iwicwing the 
mechanism of control now in the hands of the government, that 
journal concludes quite simply: “If the Government of the day de- 
sires cheap money, there will be dieap money. . . . T'he real question 

*Sce the April, 1937, monthly bulletin of the Glcvclnnd Trust Company. 

^“How to Avoid a Slump'* (The Times^ London, Jan, 13, 1937). 

mid. (The Tdmes, Jan. 14, 1937). * J ; 
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of the future is whether the Government of the day, whatever its 
complexion, can be relied upon to use its new instruments wisely, 
guided by economic, rather than political considerations*” 

Quite enough has been said t}ius far to indicate the mass of con- 
Ricting o]3inions available for our confusion. Yet it is surely signifi- 
cant that the focal point of the controversy is this matter of purposive 
control. Whatever may be individual opinions on this point I think 
wc must agree that the argument is going to be settled by practical 
experiment. Managed money is here to stay. 

It is, I think, obvious that the years since 1931 have seen a 
great and far-reaching change in the attitude of the general public 
toward such economic phenomena as the business cycle, the rate 
of exchange, and the rate of interest. Due to the combined efforts 
of economists, publicists, and politicians, the workings of the economic 
order have been expounded to the layman until to-day every adult 
who reads the daily papers is by way of* being his own economist— 
.sometimes with weird and wonderful results. Out of all this there 
has emerged a tremendous emphasis on the social implications of 
economic ]3rocc.sscs which arp no longer regarded as automatic or 
inevitable and therefore beyond human control. The gold standard, 
old style, to-day stands '‘debunked” and discredited. Apparently 
in this brave new world it is no longer necessary to submit to the 
automatic workings of a deflationary process in order to maintain 
the external value of our currency. We have central banks and 
stabilization funds run by wise men whose job it is to regulate the 
rate of exchange on our behalf. To an even greater degree certain 
ideas concerning the rate of interest have taken a firm hold upon 
the public mind. One of these is the belief that central banks can 
and do control money rates. Another, closely allied, is that the 
duty of governments and central banks is to keep money rates low. 
There is much more underlying this belief than mere wishful think- 
ing, more than the apparently simple proposition that if it were not 
for easy money taxes would be higher than they are now. Time 
and time again in the past six years the layman has been told that 
low interest rates 'were a good thing for the country, a necessary 
background for business* recovery and an aid to rc-employmcnt. If 
he were an investor or the owner of a participating insurance policy 
he could comfort himself, as his income returns declined, with the 
thought that after all he was making a contribution to the public 
welfare. If he were socialistically inclined ^e coiild rejoice in the 
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thought that easy money was diminishing tlic return to ^‘capital”, 
thus leaving a greater share for labour. We have not time to speak 
of the cruder forms in which this belief has made itself manifest. 
Some of these am due to inadequate emphasis upon an cconoinie 
principle j namely, that such mundane considci*ations as ability and 
willingness to pay still have quite a lot to do with variations in 
interest rates. The important point is that, in tlie minds of a gn:at 
many intelligent people to-day, “easy monc/' is synonymmis with 
the social good. Mr. Keynes has many disciph's who follow him 
afar off, and who may never have heard liis name. 

Now the writer of this paper is not quite siifliciently naive to 
argue that because “easy money” still pewists as a popular social 
doctrine, maintenance of the present or even a lower level of interest 
rates is thereby guaranteed as a matter of political expediency. But 
he does feel that the situation as outlined nevertheless has some 
significance for the future. It suggests at least that so long as the 
belief persists, the onus wifi rest upon monetary authoiitics to show 
cause why an easy money policy should not be maintained. From 
here on the problem of control may be that of tiying to make t!ir 
best of two contradictory worlds — of attempting to retain the bcticfi- 
cent cITects of easy money on the one hand while seeking to avoid 
the excesses that easy money can aggravate. Such an aim may be 
Utopian and already the practical difficulties loom large. Compared 
with the demands the future may bring, the technique of monetary 
management up to the present has been relatively simple, and fool- 
proof. Since IdSl managed money has meant action to bring about 
easy money — there has been no dispute about die end in view. 
Further, additions to the credit base have been almost certain to 
work dirou^ the banking system into the purchase of government 
bonds. Three desirable ends were thus achieved: the level of interest 
rates was forced down, government deficits were readily financed, 
and the volume of bank deposit money was maintained or enlarged. 
To-day, with competing demands for money beginning to appear, 
we have no longer the same certainty that sucli a technique will 
produce equally desirable results. We are told, tliercfom, that "qiiall- 
tadve” as well as “quantitative” control will be necessary if specu- 
lative excesses are to be avoided. Perhaps this is but another way 
of saying that the maintenance of easy money In a period of business 
revival and rising prices means a very considerable extension of the 
powers of govemnient in business and finance— a price that we may 
not be willing to pay. ^ Just at present it may seem easy to “talk 
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down" a boom in its incipient stages. Our little flurry in stocks and 
commodities in tlie first quarter of 1937 has since collapsed like a 
pricked balloon^ in the face of a few warnings and a few rumours 
of a reduction in tlie price of gold. Apparently it is not difficult 
to exorcise a devil who being yet convalescent still retains some 
lingering aspirations to sainthood. But when the devil is feeling more 
himself again it may be a different story. 

Through its freedom to interpret^ to choose^ and above all^ to 
reject^ intelligent investment opinion can do much to modify or to 
exaggerate the practical workings of official monetary policy. The 
writer’s point of view may be influenced by his contact with the 
bond market, but he cannot avoid the conclusion that if a borrower’s 
position becomes patently “unsound" or “dangerous” in the eyes of 
investors, no power on earth can prevent that borrower from suffering 
the consequences of relatively higher money rates. If the borrower 
happens to he a government with certsdn powers of credit control, 
so much the worse. Efforts to “control” the situation through mone- 
tary manipulation will only result in aggravating it. Even a warning 
signal put out by the monetary authorities with quite orthodox 
objectives may have consequences far beyond the original intent. 
Wc have recently had an example of this when the Federal Reserve 
Board, on February 1, ordered a 33 1/3 per cent increase in member 
banks’ reserve requirements to become fully effective by May 1, Mr. 
Ecclcs as spokesman for the Board went to great pains to explain 
exactly what the action was expected to accomplish. It was to pre- 
vent the long-term bond market from making further advances, but 
not to force it down. So much for anticipation. But the “street” 
interpreted the announcement as a warning of tighter money ahead, 
and within the month of March, the yield on long term “U.S, 
Treasuries” rose by about of 1 per cent. By the middle of March 
Mr. Ecclcs found it advisable to make a, reassuring statement. By 
the middle of April the Federal Reserve Banks found it necessary 
to intervene with open market purchases to maintain “orderly” con- 
ditions in the bond market, TTiis episode is illustrative not only of 
the difficulty of appraising public response, but also of the difficulty 
of estimating even near term monetary trends; since excess reserves 
on May 5, were $890,00d,000 instead of the $500,000,000 which had 
been anticipated. 

It will have been noticed that thus far in this paper no reference 
has been made to particular circumstances relating *to the Canadian 
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capital market. As far as the long term “lisklcss” rate of interest 
is concerned it may be said that Canada now enjoys as low a rate 
as prevails in London and New York. In investment parlance, the 
Canadian high grade bond market is pretty well in line with these 
two great external markets. Indeed, there have been brief occasions 
in the past twelve months when certain Dominion maturities were 
overvalued in relation to yields prevailing in one or both of these 
markets. Barring any appreciable further downward movement of 
long term interest rates in London or New York, it would seem, 
therefore, that comparable rates in Canada arc about as low as 
they can go regardless of any possible change in our ctedit base in 
the direction of monetary ease. Conversely, it would be difficult, 
if not impossible, to isolate the Canadian money market from th(‘ 
effect of a marked rise in interest rates in external markets. Our 
optional payment bonds provide a powerful influence tending to tic 
us in directly with New York and to a somewhat lesser degree with 
London.^ To a very great extent, therefore, the futui'c of interest 
rates in Canada is a matter beyond our control. The only conw'ivable 
situation in which Canada could enjoy an appreciably 1ow(t level 
of ^riskless** rates than those prcvailing^in England, or in the United 
States, would be one where investment in Canada would be ivlativc'Iy 
very much safer than elsewhere. That such a situation might arise 
is not beyond the bounds of possibility, hut it does not a])pcar to 
have much weight as an immediate probability. Indeed, one more 
frequently hears an opposite opinion ejcprcsscd — namely that *‘high 
grade” interest rates in Canada are too low berausc Canadian credit 
is not intrinsically equal to that of England and the United States. 
Usually what lies behind this belief is an emphasis on the persistence 
of certain obvious national problems, together with a realization of 
the highly variable nature of the Canadian economy. The risk, factor 
is always lurking in the background and can quickly come to the 
fore to overshadow a situation founded on an abundance of money. 

As a matter of fact, this risk element is still very much in the 
foreground to-day. For whenever we speak of **casy money** in 
Canada, we must hasten to add, *‘for credit-worthy borrowers of 
course.** As Mr, Bryden has made very jjiain in the paper which 
precedes this one, the catch is that there arc so many borrowers 
who are apparently not credit-worthy. The writer does not like this 
term “credit-worthy**; it has a rather pharJ.sairal tinge about it, im- 

^ Hackett, ^'Canada's Optional Payment BondR*' {Canadian 
Journal of Economics and^Politieal Science, vol. I, May, 1935, pp. 161-70). 
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plying that a great many public debtors in Canada arc justly suffer* 
ing for their sins. The truth of the matter is that for every isolated 
ease of callous disregard of the investors* rights, there are many 
eases of honest effort to meet obligations in the face of almost heart- 
breaking difficulties. Perhaps, therefore, the most important immedi- 
ate factor affecting the broad mbvement of money rates in Canada 
is the degree to which it may be possible to bring about readjustments 
that will reduce this risk element and so enable a wider diffusion 
of the benefits of easy money throughout our economy. 
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CHAPTER XV 


The Foreign Exchange,Rate and the Meehan^ 
ism of International Adjustment* 

(WITH SPECIAL REFERENCE TO THE CANADIAN DOLLAR) 

F. PARKIHSOH 

A GLANCE at the statement of Canada*s international accounts for 
any year will show that, aside from small disparities that may 
be set down to errors and omissions, the total international payments 
arc equal to tlic total international receipts. On grounds of logic 
also wc should expect to find an equality between the total pur- 
chases and sales of foreign exchange against Canadian dollars, which 
is all that the statement records. The question is, what kind of 
mechanism is it which ensures this balance? The multitude of inter- 
national transactions requiring the transfer of funds from or to 
Canada are apparently entirely separate and distinct. If total Ca- 
nadian exports should be suddenly increased by the tapping of new 
markets, exporters will possess additional supplies of foreign exchange 
which they will be anxious to convert into dollars. The question 
which has to be answered is; how does the fact of increased exports 
give rise to an equal and offsetting demand for foicign cxcliangc 
against dollars? For this to occur there must be an increase in one 
or more of Canada’s debit transactions, or a decrease in the supply 
of international credits other than trade credits. That is, some link 
between international receipts and payments must exist if equilibrium 
between the two is to be continuously preserved in the face of chang- 
ing circumstances. 

The search for an explanation of the mechanism of international 
adjustments began with the dawn of political economy, several hun- 
dred years ago. The answer to the riddle was found in the effect 
of gold or specie movciqcnts. Transfers of gold from one country 
to another arose whenever the balance was disturbed, and the final 
consequences of comparatively small gold movements on prices and 

^Reprinted from Canadian" Inuestmeni and Foreign Exchange Problems, 
ed. J, F. Parkinson (University of Torpnto Press, 1940). , 
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incomes (and hence on productionj imports and exports^ etc.) were 
such as to re-establish a balance in the international accounts. With 
the improvement of economic analysis this theory of the gold standard 
has since been refined and elaborated. 

However, we are now concerned with the mechanism of adjust- 
ment under an inconvertible paper currency — a somewhat different 
case. That is, we will assume that the gold standard has been 
abandoned so that the domestic currency is no longer convertible 
into gold at a fixed price and gold cannot be freely exported. As 
a result the rates of exchange between the domestic currency and 
those of other countries no longer possess an anchor to windward; 
they are free to drift with the winds of economic circumstance. 
With the exception of a brief interregnum from 1926-9 Canada has 
been in this position since 1914 and during the last decade the gold 
standard in its nineteenth-century form has been abandoned by 
almost every country, being superseded by “managed** currencies, 
some with and some without adequate gold backing, but nearly all 
subject to flexible exchange rates. Inconvertible paper eurrencitrs 
are now the rule, not the exception. 

The Foreign Exchange Market 

r 

In view of the fact that Canada’s external economic relations 
are concerned predominantly with the United Kingdom and the 
United States, we may assume at the outset that the only foreign 
currencies with which Canada is concerned are the pound sterling 
and the American dollar. That is, Canadian dealings in francs or 
yen or any other currency are made through the medium of pounds 
sterling or United States funds. In point of fact, this simplification 
is reasonably in accord with actual practice. The market in which 
Canadian dollars are exchanged against sterling and United States 
funds is provided by the banks and foreign exchange dealers of the 
three countries concerned. In effect, the banks act as brokers — 
buying and selling one currency against another for their customers. 
Since the financial centres of these three countries are linked to- 
gether by cable and telephone, they constitute one single market 
for foreign exchange dealings. Consequently the price of one cur- 
rency in terms of another (the rate of exchange) will tend to be the 
same everywhere. If this equality is temporarily destroyed, iTrbitrage 
will re-establish it. 

In these circumstances, therefore, there arc three rates of ex- 
change to be explained, These are: (1) a rate for the Canadian 
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dollar against the pound sterling; (2) a rate between the American 
dollar and the pound sterling; (3) a rate between the Canadian and 
the American dollar. To simplify the analysis still further, we shall 
assume for the time being that the pound sterling and the American 
dollar arc themselves interchangeable at a fixed rate of exchange.^ 
By so doing it is possible to speat simply of the demand for foreign 
exchange, or the supply of foreign exchange, or the rate of exchange 
in Canada, without the necessity of indicating what ]>articular rate 
of exchange is in question. That is, both sterling and United States 
funds together constitute a pool of foreign exchange out of which 
Canada’s external obligations can be met. Surplus supplies of ster- 
ling may be (and, in fact, arc) used by Canada to meet a deficiency 
of United States funds, and vice versa. Hence it follows that a 
shortage of foreign exchange in Canada will result in an equal rise 
in the value of both the pound and the United States dollar. Simi- 
larly, where a surplus of one foreign currency or the other develops 
in Canada, the price of both the pound and United States dollar 
will fall equally in terms of Canadian dollars. That is, the imme- 
diate determinant of the rate (or rates) of exchange in Candela is the 
impact of the total demand for foreign exchange upon the total 
supply. If as a result of heavy imports the demand in Canada for 
foreign exchange at the current rates is in excess of the supply on 
offer, then the rates of cxcliangc will rise. More Canadian money 
will have to be paid for pounds sterling, francs, United States dol- 
lars and so on. If, for some reason, the offers of foreign exchange 
for Canadian dollars exceed the demand, the price of foreign ex- 
change will fall. The point is tliat these variations in the exchange 
rate .serve the same purpose as any other price-change; they operate 
so as to preserve an equality between the amounts offered and the 
amounts demanded. They tend to stimulate or to discourage various 
types of international transaction in the general direction required 
to restore equilibrium between total payments and receipts. 

Short-Run Adjustments 

The mcclianism of international settlements operates so as to 
keep international accounts in balance from day to day. However, 
it is necessary to distinguish between diosc adjustments whicli take 
place immediately, and those which take time before they arc fully 

assumption has not corresponded with the facts since 1931. Hw- 
ever, the more intricate question of what happens to the Canadian rates when 
the itcrlrag-dolliir (U.S.) rate is iticW altered will be exatnined later. 
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effective. For smalt and temporary disturbances in tlic international 
accounts (e.g.y a seasonal increase in imports) tim sliort-run adjust*- 
inent may be all that matters. When more pennanent or more 
severe transformations arc taking place, the immediate adjustment 
may take one form, while the ultimate adjustments are entirely 
different. We shall refer to this distinction later when dealing with 
concrete examples, but this section will be concerned mainly with 
adjustments which begin to operate as soon as the Canadian dollar 
falls. 

Imagine now that the hitherto stable equilibrium of Canada’s 
international accounts has been suddenly disrupted by a substantia] 
fall in, say, lumber and newsprint exports. As a result the pound 
sterling and the United States dollar have risen in price or “gone to 
a premium,” The possible short- and long-run adjustments to the 
international accounts may be considered by examining the effect 
of the premium upon the principal types of transaction separately. 

{a) Commodity Export^. Probably some otlicr Canadian exports 
will be stimulated since exporters generally can now afford to c]uote 
a lower price in foreign currency to tiieir customer.'^ abroad. To th(» 
Canadian exporter the reduction in price will be offset l)y tin* pre^- 
mium received when the foreign cxchstngc is converted into dollars. 
Looking at this matter fixim anotlicr point of view we may say that 
foreign piin'hascrs will be encouraged to take advantage of the tem- 
porary cheapness of the Canadian dollar to buy more than hitherto 
or to buy now instead of later. If, therefore, some producers (other 
than the forest industries) can produce more for export, or divert 
sales from the domestic to foreign markets, there will be an induce- 
ment to do so. In tliis connection it is probable that the exchange 
depreciation will lead to a rise in the domestic price of some export 
goods. If the domestic consumption of such goods is large (c.g., 
livestock) and if the domestic demand is vciy clastic, the higher 
price may restrict domestic sales, thereby releasing more of the 
commodities concerned for export markets. All these developments 
will tend to increase the supply of foreign exchange, thereby pre- 
venting foreign exchange rates from rising. In other words, the 
depreciation of the Canadian dollar will tend to be self-limiting. 

Naturally no substantia] increase in particular ex|x>rts ran 
achieved immediately unless inventories are large, or stocks on hand 
are above normal. If some of tlic export trades arc working below 
capacity, however, some increase in production is possible, given 
time. But if the existing capacity of particular export indu.stries 
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IS already fully utilized^ any increase in export sales — except that 
which is achieved at the expense of domestic consumption — ^will re- 
quire an expansion of capacity and perhaps some diversion of pro- 
ductive resources from other employments. For example, once the 
(Tops have been planted it is obyious that the depreciation of the 
dollar (which will be reflected in a higher Canadian price for wheat) 
cannot lead to any expansion of wheat production during the cur- 
rent crop year. And so too with other commodities alTcctcd by a 
sliort-run inelasticity of supply. Indeed in the case of wheat — and 
this will be true in the short run of many of the foodstuffs and ra^v 
materials typical of Canada’s export trade — the principal result of 
the depredation of the dollar Will be an increase in the domestic 
price.® If, however, the premium on foreign exchange (and, hence, 
the higher price level) is long maintained, the inducements to pro- 
duce more for export (or to divert sales from the domestic to the 
foreign market) will become stronger. In so far as this is the case, 
the downward pressure on the dollar wiB be lessened. 

{b) Commodily Imports, Ordinarily any depreciation of the 
Canadian dollar will raise the price of imports, in terms of Canadian 
money. Foreign goods will hp less attractive in price than similar 
domestic goods, and imports will therefore tend to fall.® If there is 
no domestic production of the commodities concerned, the higher 
foreign price will promote some reduction in domestic demand, 
depending on the elasticity of that demand. Again, if the premium 
on foreign exchange is believed to be temporary, importers will be 
induced to postpone their foreign purchases until the j^remium has 
bc'cn reduced or disappeared. Or they may delay the actual transfer 
of funds in payment of goods already imported. All such decisions 
will contribute towards the restoration of a new international bal- 
ance, thereby reducing the pressure on the Canadian dollar. 

{c) Gold Exports, Considering gold solely as a commodity (i.c., 
excluding monetary reserves) the effect of the exchange premium on 
output and exports is similar to the case of other commodities. The 

^Because the world price is unlikely to be influenced by any possible 
increase in the Canadian supply j the Canadian price, therefore, is simply the 
world price multipliC|d by the rate of exchange. Indeed this is the chief 
argument in favour of a policy of deliberate exchange depreciation on those 
<K*c.asion8 when the world prices of Canada’s exports arc unduly low, oa die 
rcpn'senlativcs of the Western Provinces painted out in the early thirties. 

' ^An exception must he made in the ease where Canada constitutes the 
sole market of the foreign supplier; in this case the latter may reduce his 
price in order to retain his market in Canada. This rcactiop is more probable 
in the short run, before alternative markets can found. 
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premium results in a rise in the Canadian proceeds from the sale of 
gold and, if this enduresj to an increase in production, exactly analo- 
gous to the effects of the increase in the world price which octiirrcd 
in 1933. Of course the probable increase in production (and ex- 
ports) will depend on the behaviour of costs in the industry; the 
sharper the rise in mining costs the smaller the increase in produc- 
tion. The immediate consequence of the depreciation of the dollar 
may be to speed up the export of the current output, particularly if 
it is believed that the depreciation is only temporary, 

(d) Invisible International Transactions. In the case of the 
other international transactions on current account, the deprecia- 
tion of the Canadian dollar will induce certain adjustments of a 
similar character. Thus a cheaper Canadian dollar will reduce the 
expense of a vacation in Canada to the American tourist and, other 
factors remaining unchanged, will enlarge the tourist income. At 
the same time it will reduce the amount of Canadian travel abroad.^ 
It is doubtful, however, whether small variations in the exchange 
rate will affect this situation. 

With regard to the international remittance and rcccijjt of inter- 
est and dividend payments it is clear that the direct consequences of 
a depredation of the Canadian dollar by way of the mstoralion of an 
international balance arc of a strictly short-niu character,'* Thus 
interest payments, which bulk large in the debit side of the account, 
must be made at stipulated times — say at six-montii Intervals, The 
demand for foreign exchange for tlic scivicing of debt is therefore 
insensitive to changes in the rate, except for shorter periods. But 
since Canadian debtors ordinarily accumulate funds at home for 
some time previous to the due date, they will tend to make tlie 
actual transfer into foreign exchange at the most opportune inomrnt, 
that is, when the exchange rate is most favourable or at least un- 
favourable. If, therefore, the depreciation of the dollar is believed 
to be temporary the transfer will be postponed, thereby I'clicving tlic 
pressure on the dollar. In this connection it is important to observe 
that the external interest costs on Dominion Government obliga- 
tions ($31 millions in 1937) constitute about onc-fifth of the total 
international bill for interest, and that the management of the 
government debt is now entrusted to the Bank of Canada. Tliis 
means that the central bank Js in control of a species of exchange 

^Unless American hotels, anxious to preserve their Canadian ]jatronngo, 
offer to take their Canadian dollars at par, as some arc doing today, 

"In the long run the indirect consequences of the situation which produced 
the depreciation oi the c^rency arc more important. 
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stabilization fund capable of being used to smooth out temporary 
ups and downs of the Canadian dollar. Should the downward trend 
persist^ of course^ tliis **fund” would be of no avail. Similar con- 
siderations will apply in the ease of dividend cheques sent by Cana- 
dian companies to their foreign stockholders. When dividends are 
expressed in Canadian dollars^ as is usually the case, the deprecia- 
tion of the dollar may induce the foreign stockholder to postpone 
the sale of such Canadian funds until the rate is less unfavourable. 
It should be added that the actual transfer of incoming payments 
by way of interest and dividend on Canadian investments abroad 
will be governed by the same principles, and, in a smaller way, may 
assist in smoothing out the fluctuations in the value of the Canadian 
dollar. 

{e) International Capital Transactions Capital movements play 
a very significant role in the mechanism of international adjustment 
both in the short run and over longer periods. Indeed in the very 
short run the possibility of continuously *stablc exchanges depends 
almost entirely upon the behaviour of capital movements For, as 
we have said earlier, it would be astonishing if, day by day, the total 
demand for foreign exchange ^should exactly equal the total supply 
without the operation of some equilibrating mechanism. In the 
ease of the Canadian exchanges there arc three groups of capital 
transactions which assume this function. The first is the movement 
of short-term balances. For example, it will happen from time to 
time that particular banks will find, towards the end of the day, 
that they have not been able to dispose at the current rates of ex- 
change of all the foreign balances they have purchased. If they feel 
confident that in a short while the situation will be reversed — that 
the demand for exchange will exceed the supply — they may be will- 
ing to allow their foreign assets to accumulate temporarily. Such 
action would prevent the Canadian dollar from rising in value. Were 
the banks to refuse to **takc a position” in foreign exdiange, the 
attempt to dispose of the excess would send Canadian money to a 
premium. Conversely, if the dollar were under selling pressure, the 
decision of foreign banks to allow their Canadian balances to accumu- 
late would help to prevent the dollar from falling in value. Need- 
less to say the anticipation of an early recovery in the value of the 
dt>llnr would induce speculation in exchange, which would assist 
in minimizing fluctuations. We may conclude, therefore, that the 
accumulation or the drawing down of foreign balances may operate 
so as to narrow the short-term fluctuations ^f the Hollar, A move- 



278 INTERNATIONAL BALANCE OF PAYMENTS 

incnt of this kind occurred in 1929 when the reversal of the com- 
modity balance seriously dislocated the international accounts of Ca- 
nada. The Canadian dollar at one time fell to a discount of 3 per 
cent in New York, but the average degree of depreciation was much 
smaller. Part of the explanation ^or the absence of any severe de- 
cline lies in the fact that the net foreign assets of the chartered 
banks were reduced by $88 millions during the year. The cflec t 
on the exchanges of such capital movements is therefore similar to 
that of monetary gold movements under the gold standard. How- 
ever it must be added that in a period of uncertainty sliort-tcrm 
capital is just as likely to move in the other direction, thereby aggra- 
vating the existing depreciation of the currency. 

The remittance and receipt of branch plant funds may also 
operate to reduce the fluctuations in the value of the dollar. These 
transfers have been shown to be important in the Canadian accounts 
and while the direction of the net flow is also governed by other 
considerations, the actuaF time of transfer frequently depends on 
the state of the exchanges. The repayment of working capital to 
the parent concern will be discouraged by a premium on foreign 
exchange; indeed at such a time thq. branch plant will have that 
additional inducement to borrow from the parent,® Fortunately for 
the stability of the Canadian dollar the outward movement of branch 
plant funds also tends to coincide with periods of favourable com- 
modity exports, when the dollar may be presumed to be strong. 
The connection i.s both direct and indirect; direct because many of 
these plants are heavily engaged in the export trade (by virtue of 
imperial preferences) ; indirect, because their profits vary with the 
swings of national income, which is itself geared to the export industries 
of Canada. 

Another constituent of the self-adjusting mechanism is the inter- 
national trade in portfolio investments, particularly in inter-listed 
stocks.' If the Canadian dollar should dcpi'cciatc slightly, it is clear 
that foreign investors will be induced to purchase (and Canadian 
investors to sell) international securities presently held in Canada. 

®'Thc interests of the owners of direct investments nrr more like those 
of n resident of the debtor country than arc the intewsts of a foreign bond- 
holder whose returns arc payable in the ciirrenry of the cre-ditor country con- 
ceincd. For this reason the owner of direct investments often hai a dilTerent 
attitude with regard to the external value of the cunency of the dehtoi 
country, being so situated Uiat funds may usually be employed there it circum- 
stances are not favourable to their transfer.” (Dominion Bureau of Statistics, 
The Can/idian Balance of International Payments^ Ottawa, 1939, p. 139.) 

^Scc pp, 304'%. ^ 
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That is, securities, like commodities, will enjoy an export premium. 
I’his will be especially true of such securities as the optional-pay- 
ment-bonds issued by various Canadian authorities and corporations, 
where the purchaser incurs no direct exchange risk, and where the 
credit of the borrower is beyond reproach. But it is also true of 
strong common stocks. Thus if International Nickel is priced at $50 
in Toronto and New York, the Canadian dollar being at par, it 
would follow that the subsequent depreciation of the dollar by (say) 
2 per cent would present foreign investors with a chance to acquire 
"Nickel” in Canada for only $49 in United States funds. Such 
arbitrage would ultimately leave the price in Canada higher than 
the New York price by an amount equal to the exchange differential, 
but until this happens support for the dollar will continue. In this 
way the exchange depreciation will itself be reduced or retarded. 
Thus in the fall of 1929 the depreciation of the Canadian dollar 
induced a heavy selling of American securities on the part of Cana* 
dian investors.® And when the Canadian dollar is strong the reverse 
procedure may operate. During the period when sterling was at a 
discount in Canada (1931-2) British investors proceeded to sell 
Canadian securities back into this country. After the subsequent 
recovery of sterling in 1933 this tendency was reversed; Canadian 
issues were bought in London. 

Again it is necessary to qualify the argument by pointing out 
that this type of international capital movement, like the flow of 
short-term funds, may sometimes aggravate the weakness of the 
Canadian dollar. If the distant prospect for Canadian investments 
Is gloomy, if the exchange depreciation is believed likely to continue, 
or if confidence in the borrowers is reduced, exchange depreciation 
may fail to induce any purchase of Canadian securities.’’ On the 
contrary it may be the signal for a heavy selling of securities back 
into Canada, thereby increasing the pressure on the dollar. But for 
small and occasional fluctuations in the exchange rate, the trade in 
international securities may and frequently docs operate to restore 
a stable cquiUbrium. 

^Doubtless the stock market slump, the closing of margin accounts, and 
the need for liquid funds were of greater significance In this connection! 

o‘*In the case of New York, the greatest yield diiTcrcntial . . was in 
1932. At that time, however, Canadian issues. In spite of their theoretical 
attractiveness, were not being bought liy American investors in any large 
volume. ... In the face of dwindling external trade and an internal situation 
anything but reassuring, the future of the dollar appeared uncertain; the 
ability of Canadian borrowers to pay the exchange premium was being called 
into question." (W. T. G, Hackett, “Canada's Optional Payment Bonds" 
Canadian Jourwil of Economics and PoUiical Science, May, 1935.) 
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The other kinds of capital transaction typical of Canada’s bal- 
ance cannot be relied upon to act in this compensatory manner. I'he 
flotation of new issues abroad tends, of itself, to augment the sup- 
plies of foreign exchange and hence to strengthen tlic Canadian 
dollar. Further, there would be every inducement for potential bor- 
rowers (c.g., governments) to try to borrow in external financial 
centres whenever the dollar is weak, since there may then be the 
double inducement of lower interest rates^® and the premium on 
foreign funds. However, the weakness of the dollar may be regarded 
by foreign investors as indicative of a general weak economic position 
in Canada, so that foreign borrowing may be difficult (and then 
only at high rates) or impossible. During 1929 and 1930, however, 
Canadian governments were able to float new issues in New York 
in very substantial amounts; this undoubtedly cushioned the shock 
on the exchanges caused by the slump in commodity exports, and 
prevented any sharp depreciation of the dollar. There arc times, of 
course, when the governmerht of a countiy or its financial agent may 
borrow abroad— as the Bank of England borrowed in New York 
during the last war, or as it borrowed from the Bank of I'rancr and 
the Federal Reserve Bank of New York in SepU’nibcr, 1931 — for 
the deliberate purpose of supporting or “pegging” the exchange rat(*s. 
But this practice is not common in peace and no longer necessary 
in time of war. 

The other important item in the international capital account is 
the retirement of foreign ddbt. This constitutes a drain on the avail- 
able foreign exchange resources. If the exchange position were already 
weak there would be every inducement to postpone such retirements 
as were postponablc, or to refund by a new external issue, if that 
were reasonably possible. Conversely when the dollar is strong se- 
curities held abroad will tend to be repatriated when they mature, 
as they have been these last five or six years. 

The Transfer Problem over the Long Run 

So far the argument has been concerned with the mechanism of 
adjustment applicable to small and temporary disturbances to Ca- 
nada’s international accounts. But assume n large and continuing 
dislocation — a series of crop failures, a large decrease in the foreign 
demand for Canadian exports, a continuous withdrawal of foreign 
capital— and more deep-rooted adjustments will be called for. Na- 

^^iperlods of depiociation tend to coincide with the initial stages of an 
export slump and hence with a hardening of domestic money rates. 
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turally die exchange value of the dollar will fall to a level at which 
international payments and receipts are balanced. How far it will 
fall depends on the extent to which domestic adjustments in prices^ 
incomes, and production proceed in the direction appropriate to a 
new and stable international equilibrium. If, for example^ Canadian 
commodity prices generally (and, lienee, money incomes generally) 
should fall, it is possible that imports will decline and exports be 
stimulated, even without any marked increase in the price of foreign 
cxcliangc. And in practice such domestic repercussions do operate 
so as to restore a balance in the international accounts. Some of 
these adjustments are partly '^automatic”; others depend upon the 
policies of the government and the central bank. 

(a) Contraction of Active Purchasing Power. Assume that ex- 
ports have fallen severely so that there is an immediate fall in the 
incomes of the export industries. That means there is a smaller 
amount of active purchasing power than heretofore. For example, 
it is possible tliat tlic deficiency of foreign ^exchange in Canada has 
been met by the influx of short-term funds into the banks, or by the 
purchase by foreigners of Canadian securities. In both cases active 
deposits arc exchanged for passive or ^‘investment** deposits. The 
total amount of purchasing power may be unchanged, but the export 
industries — the potential spenders — ^have less; the savers have more. 
With les^ spending, therefore, the demand for imports, as well as for 
domestic goods, will be rcduced.^^ I'hat is, imports decline directly.. 
At the same time home goods will fall in price and are therefore 
likely to be bought in preference to imports, or to be exported in* 
greater quantities. Moreover, depressed conditions in the export 
industries will spread outwards to the domestic producers of con- 
sumers* and capital goods, so that dicre will result some secondary 
reduction in incomes, commodity prices, and security prices. This 
will also operate to restore a balance in the international accounts.^^ 

(b) The Decline of Prices, Some cconomis'ts have argued that 
intcmadonal equilibrium may be restored without the necessity for 
any reduction of prices in the country affected; the reduction in pur- 

^^Notc that a decline in purchases of domestic manufactures will mean, 
(for Canada particularly) a decline in the importation of raw materials — 
cottonwool, iron and steel, rubber, etc. 

^^The earlier analysis of the probable results of exchange depreciation 
upon Canada's intcrnaUonal accounts may be applied, with some exceptions, 
to this ease of a reduced level of domestic incomes and prices. Thus the 
commodity and tourist trade, dividend payments, and the like will he altered 
in the direction required for the re-establishment of a stable balance. The 
probable exception concerns certain of the international capital movement*. 
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chasing poiver (that is^ in incomes) may be sufficient to reduce the 
volume of imports and other debit transactions.^® In the ease chosen 
for illustration herc^ howeveri the probability of a fall in prices in 
general is very strong. We began by assuming a fall in the world 
prices of export goods^ which constitute a laige portion of total 
Canadian output. Unless the Canadian dollar falls in the same 
ratio^ the domestic prices of export goods must fall somewhat. This 
depressive tendency will inevitably spread to dcimestic goods^ even 
if we neglect the probable deflationary effect of the reduction in 
incomes. However, the sharper the fall in domestic prices (and costs) 
the sooner international equilibrium will be re-established, and the 
less will be the depreciation of the dollar, 

(r) A Contractionist Monetary Policy, No mention has been 
made so far of the possibility of a reduction in the volume of expen- 
ditures which may be induced by a contraction of bank credit. It 
is possible that the total volume of bank deposits may be unchanged 
by the slump in exports, altliough their composition is certain to 
be affected. However, if the deficiency of foreign exchange is met 
by the drawing down of the external assets of the banks (for exam- 
ple) the latter may regard this weakening of tlicir liquid position as 
the justification for a contraction of bank credit. That is, they may 
sell securities or reduce the volume of loans and discounts. This 
tendency will be reinforced by the reduction in the demand for bank 
accommodation. The effect of these measures will be to promote a 
further reduction in expenditures and to accentuate the general 
downward drift of prices and incomes. It is also possible for the 
icentral bank to intervene actively by reducing the size of casli re- 
serves, and so, indirectly, speeding up the contractionist process.'* 

Anything which impedes or delays the reduction of domestic 
'prices and costs will to that extent prolong the period of adjustment. 
In this connection, such factors as monopoly price arrangements and 
rigid debt chaiges were an important obstacle to the re-establishment 
of internal and international equilibrium during the last depression. 
It is also clear that if the government and the central bank are 
anxious to minimize the depreciation of the dollar they cannot at 
the same time attempt to offset the effect of the slump in exports 
by a policy of credit expansion (e.g., public works financed by bank 

*®B, Ohlin, Interregional and International Trade (Cambridge, Mass., 
1935 ) ■ 

^^A central bank which is anxious to avoid any cxcliangc depreciation 
must anticipate and forestall any dislocation of the international accounts by 
the earlier adoption of a contractionist policy. 
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loans) ; the objectives are mutually incompatible. Needless to say this 
dilemma is more responsible than anything else for the world-wide 
trend towards exchange depreciation and exchange control^ import 
quotas and tlic like in recent years. 

The conclusion from this part of the argument, then, is that the 
ultimate solution of the “transfer problem” will be found not only 
in the alteration of the rate of exchange, but in the alteration of the 
structure of prices, incomes, and production at home. However, by 
contrast with the case ^ of the gold standard (under which exchange 
fluctuations are strictly limited), a system of flexible exchanges docs 
not thrust the burden of adjustment solely upon the internal price 
structure. 

In either case, it is important to observe that the rc-establishment 
of a stable international balance for Canada will be much less un- 
pleasant if foreign countries “co-operate*^ and if the economic situation 
abroad is good. The theory of international settlements is usually 
based upon the assumption that adjustments “abroad” will take the 
opjiositc character to those which arc necessary in the disturbed or 
dislocated economy. That is, the United States and the United 
Kingdom, enjoying a “favourable” balance (the obverse of Canada*s 
deficit), arc assumed to undergo an expansion of credit leading to 
higher prices, thereby facilitating the purchase of increased imports 
from Canada, and so on. To this argument there are, however, 
certain qualifications. First, the benefits of a favourable balance with 
Canada tend to be diffused over many other countries, some of them 
much larger than Canada, so that the effects on any one of them 
may be small. Second, other countries may be unwilling to accept 
an increase in imports, or unprepared to allow a reduction of ex- 
ports to pass without retaliation. The dilemma presented to the pay- 
ers of reparations or war debts by the imposition of high American 
tariffs is a case in point. Third— and this is the most important — 
If other countries arc also in the throes of depression, the transfer 
problem of the debtor countries may be abnormally severe. If world 
prices are falling, domestic prices must fall relatively more; if foreign 
markets arc shrinking, the diflSculty of expanding exports is greater; 
if profits and savings in the creditor countries are shrinking, there 
will be less money for investment in the debtor countries. The familiar 
text-book account of the manner in which a single country — affected 
by a dislocation in its international balance — ^may establish a new 
equilibrium must be modified to meet this not^ unusual case. 
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Canada's Three-cornered Exghanoe Relationship 

So far we have considered only those dislocations in the Canadian 
balance arising from circumstances affecting mainly Canada itself. 
In such a ease all rates of cxdiangc in Canada depend upon Canada's 
international position vis-a-vis th^ rest of the world. For all practical 
purposes, that means that the price in Canada of United States 
funds and sterling, assuming that these two are fixed in rclatio7i to 
one another j is determined by the total position of the Canadian 
balance. The fact that the normal situation involves a surjilus of 
sterling, arising from the trade with the Commonwealth, roughly 
equal to the deficit of United States funds is irrelevant. The various 
external currencies may be regarded as interchangeable.^'^ 

But suppose that the pound sterling falls in New York because 
of a weakening of the British international economic position gener- 
ally, the Canadian balance being assumed for the moment to be 
unchanged. What is likely to happen to the Canadian dollar? Will 
it go to a premium in tc*rms of sterling, in the same manner and to 
the same degree as die American dollar? If it docs, the Ganadiaii- 
Amcrican rate will remain unchanged. Or will the Canadian dollar 
remain stable in terms of sterling? If it docs, it will have to go to a 
discount in New York equal to the discount on sterling; arbitrage 
makes this inevitable. Or will the Canadian dollar find some inter- 
mediate position? 

On theoretical grounds one would certainly expect the Canadian 
.dollar to be "sympathetic” to the depreciation of sterling. This con- 
clusion follows from the fact that a large proportion (approximately 
one- third) of Canada's total trade, etc,, is done with the United 
Kingdom, being exceeded only by the Canada-United States share. 
If, therefore, sterling were to go to the same discount in Canada 
as it is assumed to have done in New York, it follows that Canada's 
trade with sterling countries would be disturbed adversely. The ap- 
plication of this statement to the ease of exports is as follows. First, 
the discount on sterling would tend to make some Canadian goods 
more costly in the United Kingdom. This would certainly be true 
of those exports which arc not narrowly competitive; that is, for 
which Canadian producers have alternative markets either in Canada 
itself or elsewhere abroad. In such eases, Canadian exports would 
fall. Unfortunately for the simplicity of this argument, however, tlic 
mom typical Canadian exports (say, wheat, lumber, or bacon) meet 

“See p. 2^. 
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sharp competition in the British market. Hence, Canadian exporters 
will be compelled to continue selling there at the prices ruling in 
tlic United Kingdom, despite the reduction in the Canadian value 
of sterling, in order to retain what is their customary and largest 
market. Consequently the depreciation of sterling would have the 
effect of reducing the proceeds (in Canadian or American dollars) 
of the export trade with the United Kingdom,'® even though the 
quantity of exports might remain unchanged for a considerable 
time. In other words, Canada’s surpluses of sterling — ordinarily sold 
against dollars in New York — would command a smaller amount 
of dollar balances. This factor alone would tend to depress the 
Canadian dollar in New York, and hence in London. 

Turning now to consider the effect of the discount on sterling on 
Canada’s imports from the United Kingdom, it is equally probable 
that these would be more competitive with domestic goods and 
would tend to rise. For this additional reason the balance of com- 
modity trade between Canada and the United Kingdom (plus the 
rest of the sterling area) would be less favourable to Canada. In 
time, tlierefore, the discount on sterling in Canada might be ex- 
pected to diminish ; this would be matched by a fall of the Canadian 
dollar in New York. 

Suppose, however, that the dollar had fallen in New York pari- 
passu with the fall of sterling in that centre. Given the very heavy 
volume of Canadian- American trade it is equally clear that the 
Canadian trade balance with the United States would be favourably 
affected. Before long exports would increase and imports would be 
curtailed by virtue of the discount on the Canadian dollar; as a 
result the discount in New York would be reduced; and the Ca- 
nadian dollar would rise also in terms of sterling. It is, therefore, 
established, on a priori grounds, that through the resultant effects 
on commodity trade any depredation of sterling in New York is 
likely in time to carry the Canadian dollar down with it, but un- 
likely to carry it down as far. The Canadian dollar will come to 
rest at some intermediate point between sterling and the United 
States dollar. 

It is perhaps not so obvious why the Canadian dollar should 
immediately reflect the weakness of sterling, as is usually the case. 
The explanation of this is probably two-fold. First, since it is ex- 
pected that the Canadian dollar will ultimately decline in sympathy 

^^Desidcs depressing the Canadian pnecs of such commodities, including, 
of course, that portion of the output which is sold at ^homc. 
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with sterlings for the reasons givcii^ it is likely that cuiTcnt quota- 
tions would reflect future cxpectaflons. That is, speculative sales 
of the Canadian dollar will speed up die actual depreciation. Sec- 
ondly, there is another type of international transaction — tlie trade 
in outstanding securities — ^which is most responsive to variations in 
the thrcc^cornci'cd exchange rate position. Establislied channels of 
comm6dity trade arc not quickly afTreted by changes in relative 
exchange rates; the trade in securities, however, is iiiiieli more I'cspon- 
sivc. Thus, as in the illustration used above, whci’c sterling was first 
presumed to fall equally in Canada and New York, there would he 
a disposition in Canada to buy back Canadian and American se- 
curities held in London or, what is the same thing, a disposition 
for British holders to sell off securities in the Canadian markets. 
At the same time there might be a tendency for American investors 
to sell Canadian securities back to Canada, either for the purpose 
of re-investing in British securities (which would noiv possess an 
exchange export bounty) or ^s a speculation against the anticipated 
future fall of the Canadian dollar. This apparently is what hap- 
pened in September, 1931, when Britain was driven off gold. 

On a priori grounds, therefore, there is every reason why the 
Canadian dollar should decline in New York as soon as sterling 
takes a substantial drop, witli every probability that the final posi- 
tion will be at some intermediate point And in view of the greater 
volume of Canadian-American commodity and service transactions 
the Canadian dollar might be expected to end up nearer to the 
American dollar than to sterling. Experience seems to support this 
theoretical reasoning. When the pound slumped heavily in Sep- 
tember, 1931, the value of tlic Canadian dollar in New York de- 
clined immediately by about half as much, and occupied thi.s inter- 
mediate position, approximately, for almost two years, oscillating 
with the variations in the New York-London rate. During 1932, for 
example, the average of daily quotations for tlic pound in New York 
was $3.50, a depreciation of 26 per cent from the former parity. 
The average discount on the Canadian dollar in New York was 
about 12 per cent, or a little less than half as great. 

A study of the relative movements of sterling and the Canadian 
dollar day by day during the two years following September, 1931, 
showed this tendency for the dollar to fall by about half as much as 
the decline in sterling.*’ But it was also indicated that when .sterling 

E. Jackson, "Sterling and the Canadian Dollar" {Bank of Nova 
Scotia Monthly Revieto, Dec., 1933). 
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was unduly depressed (i.c., below $4.00) the Canadian dollar did not 
always behave according to the formula, and the suggestion was made 
that speculative influences may have dominated the situation. When 
account is taken of the extreme volume — ^as well as the volatility — 
of Canadian**Amcrican capital transactions, and of the marked auto- 
nomous changes taking place in Canada’s trade and tourist position 
in that year, it would seem useless to search for any precise equili- 
brium position for the dollar witli the aid only of deductive reason- 
ing. However, abstracting from the factor of investment sentiment, 
a position roughly midway between sterling and the American dollar 
can be expected so long as the predominant share of the trade in 
goods and services is fairly evenly divided between those two coun- 
tries.^® The analogy with Canadian politics, manners, and culture 
seems apt. 

In more recent years the Canadian dollar has sho^\m more inde- 
pendence of sterling. Thus during and after the Munich episode 
the transfer of funds from London to New York had the effect of 
driving down the value of sterling from $4.96 (montlily average, 
June, 1938) to $4.66 (December) — ^a fall of 6 per cent. The Cana- 
dian dollar, on the other hand, never went below one per cent dis- 
count in 1938 and averaged only one-half of one per cent. Clearly 
the strongly favourable Canadian trade balance was sufficient to 
offset the depressive effects of the depreciation of sterling on the 
Canadian dollar. Moreover, by contrast with Great Britain, where 
heavy re-armament expenditures were being financed increasingly 
by bank credit, Canada’s financial position seemed relatively strong. 
Naturally tliis was reflected in the flow of capital into Canada and 
hence in the exchange rates. 

And so we come to the outbreak of war. In a short time the 
pound in New York fell sharply from $4.68 to $3.96, a decline of 15 
per cent. The Canadian dollar also fell to a discount of 10 per cent. 
At these levels foreign exchange control was introduced. This docs 
not mean that the considerations applicable to the determination 
of exchange rates as discussed herein have ceased to apply. On the 
contrary, for all international transactions other than capital move- 
ments the policy concerning official exchange rates will doubtless 

argument holds true also when sterling rises in relation to the 
United States dollar. The Ganndinn dollai should also rise in New York, by 
a smaller amount of course. Incidentally the necessity for some such com- 
promise between the conflicting pulls of the pound sterling and the United 
States dollar explains why the Canadian currency cannot be linked with 
either currency htoe, * 
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take into account their probable effects on Canada’s international 
accounts and on domestic price levels and production. For this 
reason circumstances may require occasional dinngcs in the oflici.il 
rates. But it must be added that the preservation of an intei- 
national balance can now be adiicvcd by more direct conliol ovi'r 
the flow of international funds^ and over those domestic economic 
circumstances out of which the foreign exchange problem arises 



CHAPTER XVI 


Canadas International Accounts and the 
Foreign Exchanges* 

J. F. PARKIHSOH 

T he present concern with the problem of foreign exchange can 
doubtless be explained by the natural curiosity which exists with 
respect to the operations of the Foreign Exchange Control Boards 
and by the growth of speculations concerning the probable effect 
of the war on Canada’s international •accounts. The object of this 
paper^ however, is to analyse the character of Canada’s international 
accounts in more normal times, and to indicate how the mechanism 
of international adjustment operates in the absence of control. Need- 
less to say, a study of the quasi-automatic system as it works in time 
of jTcacc is not irrelevant to the problems of control which must arise 
in war, since both mechanisms arc concerned with the same funda- 
mental task — the ]3rGscrvation of some kind of balance in Canada’s 
international accounts. 

The foreign exchange problem arises from the simple fact that 
the currency of one country does not command general acceptance 
’outside its own borders. The Canadian dollar is a purely Canadian 
monetary unit with the conditions of its issuance (and, indirectly, 
its value) determined by Canadian authorities. It is not used for 
the settlement of debts or the payment of wages outside Canada, 
nor are foreign currencies (or bank deposits) freely accepted in 
payment of obligations incurred by one Canadian with another. 
It follows that each international transaction must give rise to a 
foreign cxcliangc operation. There is no need at this point to de- 
scribe the working of the foreign exchange market. It is sufficient 
here to assert that the rate of exchange (the price paid or received 
in Canadian dollars for foreign currencies) depends, like any other 
price, on the impact of the demand upon the supply. 

•Reprinted from Cnnadian Inoejhnenl and Foreign FMehange Problemsj 
cd. J. F. Parkinson (University of Toronto Press, 194^). 
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The heart of tlie foreign exchange problem is therefore to be 
found in a study of Canada^s total international acixmnts. On the 
assumption that tlic London-New York rate rcinniiis iincliangcd, 
the explanation of any alteration in the price of London or New 
York funds in Canada will be found ju changts in the deniami for 
(or tlic supply of) foreign exchang** generally. 'The price of sterling 
(as well as N<'w York funds) may rise in Canada as a result of a 
heavy demand in Canada for New York funds. In this particular 
ease, foreign funds may be regarded as interchangeable, whatever 
the currency in whicli tlicy arc expressed. 

The statement of CanadnS international accounts,^ ns shown in 
Table I, records the international transactions of Canada for the 
years in question, expressed in Canadian dollars. For the reasons 
given above, this statement docs not attempt to record the flow of 
transactions with each countiy separately; all international transactions 
in the various categories arc lumped togctlicr. 

It will be observed that th« statement for each year records three 
figures against each type of international transaction. In this con- 
text, credit items represent all those transactions which give rise 
to a supply of foreign exchange (c.g., the export of eommoditics 
from Canada or the receipt of dividends from abroad).® Debit 
transactions arc all those which involve a demand for foreign ex- 
change or the remittance of funds from Canada across the Interna- 
tional boiindaricb. As such they give rise to a sale of Canadian 
dollars against foreign exchange. Again, commodity imports into 
Canada represent the largest group of transactions of this kind but 
a glance at Table I will reveal that tlicrc aic many other impor- 
tant debit transactions. The net credit or debit balance shown against 
each item in the international accounts is self-explanatory. Thus 
in the year 1933 the surplus of commodity exports over imports 
yielded a net credit of $147 millions. The corresponding surplus 

^ ^This term is \ucd in place of die more customary phiase **thc balance 
of international payments” since it avoids any suggestion of the bataucc 
sheet. In accounting terms die statement of international accounts is more 
comparable to a statement of receipts and payments. Professor Knox suggests 
that the closest analogy with which the public is familiar is the customer's 
current account at a chartered bank. Sec F. A, Knox, “International Accounts” 
{Canadian Chariered Accountant^ Sept, 1936), 

*Thc credit column is also called the export coluniii, since the export 
of goods and services constitutes the chief source of foii^ign exchange. This 
term, however, is not without ambiguity since the “export of capitRr’'--tliat 
is, the remittance of funds for investment abroad — involws a debit (or im- 
port) transaction. The confusion would disappear if we spoke heie of the 
import of securities, racier than of the export of ca]>ilRl. 
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TABLE I 

Canada’s International Accounts 

(Estimates of the Dominion Bureau of Statistics) 
(In $ militons) 



Credits Debits 
A. Current account (ex- (im- 
OP oooDSj GOLD, AND ports) ports) 

SERVICBS balance 


1. Commodity trade 

2. Gold exports and im- 

ports 

3. Freight receipts and 

payments 

4. Tourist expenditures.. 

5. Interest and dividend 

payments and re- 
ceipts 

6. Miscellaneous . . 

7. Total 

B. Balancing item= 

dilTcicncc botwen 
credits and debits... 

B. Capital account 

1. New Canadian issues 

sold outside of Ca- 
nada (net value). 

2. Retirements of Cana- 

dian securities own- 
ed abroad 

3. Purchase and sale of 

outstanding securi- 
ties 

4. Net capital transac- 

tions of internation- 
al direct investments 

5. Insurance t r a n s - 

actions^ nop 

6. Change in net assets 

of Canadian banks 
outside of Canada . 

7. Total 

8. Balance itcm=:Dircct 

estimate of net ca- 
pital movement 


1937 

Credits 

Debits 

(ex- 

(im- 

ports) 

ports) 


822 5 + 21 5 

21.6 

+133.9 

165.9 —165.9 

237.7 + 51.0 

74,3 - 74 3 

21 0 — 1.0 

+ 23.9 



balance 





89 5 + 89.5 

177.9 —177.9 

506.6 511.4 — 4.8 

82.6 — 82.6 
24.0 34.0 — 10.0 

13 0 — 13.0 


-198.8 
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for 1937 had risen to $213 millions. U'hcsc figures constitute what 
is usually described as a favourable balance of trade.^' 

What is of most significance for our purj^osc^^ however^ is the 
total flow of international transactions, and tlic manner in which 
the total international payments and receipts (debits and credits) 
arc kept in balance. For the obvious fact about tlic international 
accounts Is that, taken togcdier, the debits and the crcdits must 
be equal. That is, if an accurate record is obtained of all the inter- 
national transactions with which Canada is concerned in a given 
period, the total payments and receipts will be found to be equal.'* 
That conclusion follows from the truism that for cvexy purchase 
of foreign exchange with dollars there must have been an equal 
sale of foreign exchange for dollars. A record of those transactions 
actually consummated would therefore provide, indirectly, an account 
of Canada’s international transactions.” 

The annual estimate of Canada’s international accounts made 
by the Dominion Bureau of Statistics is, of course, a story told 
after the event. That is, it records only those transactions ju'tiially 
made; it gives no Indication of those marginal transactions which 
would have been made if circumstances had been diflcreiit. How 

A 

the mechanism of adjustment managed to cope with the fluctuating 
conditions of international demand and supply in the short run 
can only be inferred. Nevertheless, a comparative study of a series 
of annual statements will show the characteristics »of the Canadian 
balance, what types of dislocation or disturbance are typical of 
Canada’s international economic relations, and what form of ad- 
justment is observable over the long run. For the sake of con- 

^However^ as cconomuts have tried to emphasize since the time of Adam 
Smith (without too much successj it may be added) the use of the terms 
•♦favourable*’ and ‘•unfavourable” — when studied separately from their context 
in the international accounts — ^merely serves to darken counsel, 

^Any disparity must be set down to errors and omissions. Since in practice 
the magnitude of each item must be estimated on the basis of incomplete 
material^ errors and omissions arc inevitable. The disparity for the years 1933 
ahd 1937 was between $10 and $11 millions in each ease. Of course it is 
possible that even greater errors have been made with respect to individual 
items, since two errors of equal but opposite character would cancel out In 
the final reckoning. For a complete study of the methods of estimate of 
Canada’s international accounts, as well ns for a more detailed description 
of the constituent elements, see The Canadian Balance of International Pay- 
menisi A Study of Methods and Results (Ottawa, ICing’s Printer, 1939). 
This paper has drawn heavily upon this analysis made by the Dominion Bureau 
of Statistics, 

”Thc special ease where the proceeds of Canadian exports arc left abroad, 
and where there is therefore no apparent foreign exchange transaction, is met 
by the entry, on the other (debit) side of the account, of the corresponding 
outward movement of* sliort-term capital, which is implied in this ease. 
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vcnicncc the principal items in the Canadian balance are considered 
separately; their mutual intcr-dcpcndencc should soon be apparent. 

Coimnodity I'tade, It is hardly necessary to point out that 
exports bear an unusually heavy ratio to the total production of 
goods in Canada— frequently exceeding one-third of the total out- 
put. The resultant dependence of Canadian commodity prices and, 
indeed, of the national income itself upon the changing fortunes 
of the export industries is too familiar a matter to call for any 
elaboration.® 

The commodity trade in recent years normally shows a credit 
balance; occasionally the excess of exports over imports is small 
(as in 1933) or negative (as in 1929 and 1930) but in tlie last five 
years the export surplus has varied between $148 millions and $322 
millions (sec Table II). The existence of a regular surplus of ex- 
ports indicates that Canada has now reached a stage in its econonuc 
development appropriate to a “mature debtor** country. In con- 
tra.st with die situation in the decade before the last war, when 
Canada wa.s consistently adding to her foreign debt, the recent ex- 
port .surpluses arising from the commodity (and tourist) trade have 
hcvn usually siifTicicnt to permit some repayment of foreign debt, 
after iTUTting the net interest charges payable to non-resident holders 
of Canadian debt. 

In considering the problem of the foreign exchanges, however, 
the most significant feature of Canada’s international accounts is 
the marked fluctuations to which the commodity export trade is 
exposed. The reason for this lies in the cliaractcr of Canadian 
exports. On the average about four-fifths of the total exports arc 
accounted for by die following nine commodity groups: grains and 
flour; paper, wood pulp and pulpwood; non-ferrous metals; gold; 
cattle, meat, and fish; furs and skins; lumber; butter and cheese; 
machinery and vehicles. The demand for most of these products 
is subject to extreme fluctuations in 'accordance with the variations 
in business conditions in Canada’s chief markets. Given the com- 
parative inelasticity of world supply therefore, world prices may 
rise or fall by an unusual degree. To make matters worse, the 
Canadian grain crop itself varies enormously from year to year. 

*'Scc H. A. Innis, Problems of Staple Prodaetion in Canada (TorontOi 
1933), and R. B. Bryce, “The Effects on Canada of Industrial Fluctuadons 
in the United Slates” {Canadian Journal of Economics and PoUiieal Science, 
Aug., 1939). Estimates of the national income of Canada may be found in 
the Monthly Heview of the Bank of Nova Scotia for Nov. and Dee., 1935, 
and May, 1937. • 
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As a result the net balance of trade is subject^ on occasion^ to sharp 
swings which may put a heavy strain on tlic mechanism for the 
settlement of international payments^ and hence upon the exchange 
rates. 

The most severe transformations of tlie commodity balance oc- 
curred between 1929 and 1933^ during which period exports fell 
from $1^355 millions (1928) to $532 millions (1933). The dcprccia* 
tion of the Canadian dollar on the foreign exchanges during 1929-31^ 
was an indication of the resultant pressure upon the mechanism 
of international settlements. 

There Is a natural tendency for Imports to follow the same 
direction as exports. Thus any decline in exports is immediately 
reflected in a reduction of incomes in tlic export industries. If this 
state of affairs lasts long it is bound to result in a decline in the 
expenditures of tliesc industries^ that is^ in wage paymentSi in the 
purchase of supplies^ the payment of dividends^ and the I'est, This 
in turn will tend to curtail imports. If — os is likely — the direct 
consequences of depression in the export industries bring about an 
indirect (or secondary) reduction in the incomes of the domestic 
industries^ the ability to pay for imported goods will decrease still 
further. However, in so far as the totality of expenditures by Ca- 
nadian producers is maintained, despite the decline of exports,^ 
then die reduction of imports may not take place for a while. This 
in fact is what happened in 1929, and It may be argued that as 
a general rule a reduction of imports into Canada tends to lag 
behind any reduction of exports, on occasion, by more tlian one year. 
However, any dogmatism as to what is likely to happen to imports 
in a period of declining exports is out of place. The answer also 
depends on such considerations as the behaviour of the exchange 
rates, tariiT policy, the movement of the business cycle, and the 
actions of the central bank, 

Gold Movements, In view of the peculiar signirieancc of gold 
movements the export and Import of the metal arc usually shown 
separately from the commodity trade in the international accounts. 
In the ease of tlie non^gold producing countries, gold movements 

^An analysis of the adjustments which were in fact necessary to rcstom 
a more stable bslancc in the international accounts is ntlrtnpted cisewhen* 
(see pp. 274-80), After September, 1931, of course, the position of the dollar 
on the exchanges was further complicalcd by Great Britain’s abandonment 
of the gold standard. 

*A 5 it would be if individuals and corporations drew upon their reserves, 
or borrowed (at Iconic or abroad). 
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(Net Debits shown as minus ( — } ; other items are Net Credits) 
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are usually the result of u n'sponsr to rlianging monetary circum- 
stances. I'hcy operate as a balancing or stabili/ing clevicr in the 
mechanism of international settlement, the most ])i3rfert example 
of whi(‘h is the rase of the gold standard. 

For a large gold-producing country such as Canada, llic statistics 
of gold exports arc naturally dominated by the niovemc'nt of newly- 
mined gold, most of whic'h iiornially finds its ultimate destination 
in monetary reserves abroad. In the brief period from 1926 to 1931, 
when Canada was on the gold standard, monetary gold movements 
— that is, the expoit or iniporl: of gold from or to the rcscivcs 
of the Dominion curivney authority or of tlie chartered banks— 
were also common enough. For this period it will be found that 
monetary gold movements were more or less responsive to changes 
in Canada*s other international accounts,® However, since September, 
1931, a series of changes have occurred which make any study of 
the movements of strictly monetary gold irrelevant in the Canadian 
ease, Thus monetary gold movements have not been permitted except 
under licence, and the gold reserves of the banks have been brought 
under tlic ownership of the Hank of Canada, In any case, it would 
appear tliat since 1932 the net movement of monetary gold to or 
from Canada has been small. Since 1932, therefon', the statistics 
of gold exports refer almost solely to non-monetary gold — that is, 
to the sale of Canadian production of the metal,'® 

The considerable increase in net gold exports since 1932 is to be 
explained, of course, partly by the increase in the world price, and 
partly by the increase in Canadian production which n'sultcd from 
the higher price. I'hcrc is no need to stress the advantage to Canada 
—in depression or in war — ^which accrues from the production of 
an article for which there is an unlimited demand at a fixed and 
profitable price. The present premium on United States funds, 
by itself, will add to the Canadian value of the existing level of 

®Noi completely so. The normal gold standard procedun' nerds inodifi- 
cation to fit the practice whereby the Canadian banks iicld gold icjUTvrs 
abroad as well as m Canada. Moreover, duung and after 1029 the fi(*c inovr- 
ment of gold was partially impeded by iinoflicial restrictions, so that the 
depreciation of the Canadian dollar did not always cause tin outflow of gold. 
Indeed, in 1930 the movement of monetary gold into Canada exereded the 
outflow, despite the depredation of the dollar, 

'®"Thc new method of classifying gold movements supplies figun-s for 
net non-monclnry gold exports which, over a p(*riod of time, would corn^spoml 
closely to the total Ganadinii output less domrstic consumption in industrial 
arts. Net monetary gold cx|K)rts or imports approximate to the net changi^s 
in monetary gold stocks” (Canadian Balance of International Payment p, 61). 
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gold production. Whether it will give a further stimulus to pro- 
duction dG])cndSj of course, on the behaviour of mining costs. 

Tourist Trade, The origin of tliis “invisible** export and import 
calls for no explanation. The receipts (or credits) from the tourist 
trade rose from $173 millions ip 1924 to a peak of $309 millions 
in 1929, making the tourist trade a large-scale industry and an appre- 
ciable factor in Canada*s economic scheme. During the early years 
of tlic depression the volume of tourist expenditures was reasonably 
well maintained, particularly when account is taken of the decline 
of commodity exports. In 1933, however, the decrease was steep, 
gloss receipts falling to $109 millions. Naturally the influx of 
tourists and the size of expenditures in Canada is influenced in the 
main by the state of business and employment in the United States. 
As domestic conditions improved, the Gan^ian tourist trade re- 
vived until in 1937 and 1939 it was not far short of the 1929 pcak.^^ 
Normally Canadian tourist expenditures, abroad are unusually high, 
and it is ohsc*rvable that though they vary with changes in income 
there is “a lower level beyond which such expenditures are not 
likely to drop cv(?n under very adverse circumstances.**** Despite 
lh(* low level of business in *1932 and 1933 and the heavy premium 
on United States funds during most of the period, expenditures 
abioad did not fall sharply. 

Th<' net credit balance from the tourist trade has varied over 
the last decade between $189 millions in 1929, $67 millions in 1933, 
and $163 millions in 1939. As to the present situation it is clear 
that the depredation of the Canadian dollar will tend to induce 
further growth in the tourist credit balance, while the obstacles in 
the way of travel in Europe by Canadian and American tourists will 
tend to operate in the same direction. 

Freight Receipts and Fayments, This item represents, in the 
main, an adjustment or correction of the commodity trade statistics. 
Thus, the export and import statistics of Canada arc actually under- 
valued by the amount recorded under freight receipts and pay- 
ments. The explanation for this is tliat exports are customarily 
valued in the trade returns of Canada on an f.o.b. basis, that is, 
at their value at the point in Canada from which the goods were 

lilt is also siffJiiiicnnt that since the twenties the percentage of total 
American tourist expenditures absor}>ecl by Canada has materially increased. 

^Hlanadtan balance of Sniernalionni PoymenU, p 69^ 
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consigned for export.^* But die actual price presumably paid by 
the foreign purchaser will include (for purposes of the international 
accounts) tlic earnings of Canadian carriers in transporting exports 
to the United States boundary or to ocean ports. If such exports 
are also carried abroad in Canadian vessels an addition of the net 
shipping revenues is also requiredf To these two fonns of freight 
receipts must be added (a) the expenditures in Canada on account 
of British and foreign vessels (eg., harbour dues) and (h) freight 
earned by Canadian railways on the transit traffic. For example, 
the Canadian National Railways moves several million tons of Ameri- 
can commodities in bond from the St. Clair River points through 
Ontario to Buffalo or to Quebec and Montreal. The net earnings 
on this traffic constitute an international receipt which is most 
conveniently included in this section of the international accounts. 
International payments (debits) arising from freight services cur- 
rently exceed the total of credits. This item represents an addition 
to the recorded value of* commodity imports, sinc^c the customs 
valuation docs not include the cost of shipment from the point 
of origin to Canada. Since most imports arc ('airicd to Canada in 
non-Canadian vessels, or on American,, railways, the cost of freight 
is an additional and heavy debit/^ In view of these circiinistanccs, 
the balance of freight receipts and payments is always debit* The 
gross receipts and payments vary with such factors as the volume 
of imports and exports, their distribution between British and Ameri- 
can sources of supply, and the changing level of ocean freight rates, 
The average net debit (1927-37) has been $23 millions, and is 

Which is usually — ^but not always — an inland point. The chief ex- 
ception is grain. Grain shipped from Port Arthur via Bulfnlo has Port Arthur 
as the point of original shipment. The grain when cniried In Canadiun vessclH 
earns inland freight which should be regarded as an addition to the customs 
statistics and would properly be incliided under freight receipts (international 
credits). But the value recorded for gram shipped from Monti eal already 
includes the cost of inland freight. See Canadian Balance of Inlernattonal 
Payments^ p. 80. 

^^Thus, the recorded value of some 11 million tons of coal imported 
from United States in 1936 was approximately $26 inillionsj representing 
the price at the mine. The calculated cost of freight to the Canadian boundary 
— an rapensc borne by the Canadian iiiiportoi^--iimountcd to an additional 
$26 millions. The real volume of international remittances resulting from 
the import of American coal was therefore twice the recorded iniporl value. 
If Canadian imports arc placed on a c.i.f. basis after the manner of the trade 
returns of some other countries, the value for 1936 would Jiave been $730 
millions, as compared with the recorded (f.o.b.) value of $63.6 millions. Of 
course the difference is not all included in the freight payiiieiits for tlial ye,ii 
since the higher value includes some payments made to Canadian shijiping 
companies or other agents. 
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uiiusiuilly heavy when imports am in excess of exports at a high level 
of total trade. 

Interest and Dividend Payments and Receipts, This item is n 
rdlcction of Canada’s debtor-creditor relationship with the rest of 
the wtH'ld. The amount of British and foreign capital invested in 
Canada in 1937 has btvn estimated at $6,765 millions- This was 
presumed to give rise to external remittances by way of interest and 
dividends of $325 millions, which is a larger outflow than that of 
any other debtor country. The corresiionding inward movement 
of funds representing the earnings on $1,758 millions of 
capital invested abroad was estimated at $79 millions, leaving a 
net debit for that year of $246 millions. This figure is rather more 
than the commodity surplus for tliat year (see Table I), 

The highest outward movement of funds on account of interest 
and dividends in the last fifteen years occurred in 1930 ($348 
millions); tlie lowest was in 1933 ($263 millions) « In the early 
years of the big slump, these transfers were ominously rigid. Apart 
from the increased real burden of the debt thrown on governmental 
bodicNs^ public ulilitics, and industrial corporations by the reduction 
of ixivemics, the remittance of these funds placed a heavy strain 
upon the foreign cxclianges. The reason for the comparative in- 
flexibility of these payments is tlmt a large portion of the foreign 
investment in Canada consists of bonds or other fixed interest- 
bearing securities. Thus approximately half the remittances of 193Q 
consisted of interest jiaymcnts. During the subsequent four years 
of depression these costs increased slightly with the growth of debt. 
Dividend payments, however, fell from $177 millions in 1930 to* 
$95 millions in 1933, although they had been fairly well maintained 
in tile two preceding years. The point is that during the boom, 
and in the early years of depression, Canadian public authorities 
were still resorting to foreign borrowing— mainly to New York^® — 
at the high rates of interest which then prevailed. Then again, the 
direct and portfolio investments made in Canada by foreigners had 
increased substantially during the boom, and dividend payments 
were maintained at a very high level both in 1929 and 1930. In 
the face of a serious reduction in commodity export income, there- 
fore, these factors were responsible for the state of disequilibrium 
which tended to affect the exchanges in that period. Naturally the 

^^Intrn'St payments on Canadian bonds held in the United States in 
1931 were $180 millions, compared with $143 milUons in 1926. The com- 
parable remittance to the United Kingdom ($60 millions) was practically 
unchanged. • 
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subsequent depredation of die Canadian dollar added to the real 
buixlcii of interest payments. 

In more recent years die tendency of Canadian borrowers to 
conEnc tlicmscdves to tlic domestic inaikct^ coupled with the i^e- 
f unding and repatriation of foreign debt^ has oiTset the increase 
which oceprred in gross foreign debt a decade ago. Dividend [lay- 
ments^ however^ have risen to the levels of the last boom period. 
While the total of foreign Investment remains — and is likely to 
remain — high, it may be expected that in the future a larger pro- 
portion will consist of equities, a type of security more appropriate 
to the fluctuations of the Canadian economy. It is also worth com- 
ment that the net position of Canada has been improved in recent 
years by the increased receipts from Canadian investments abroad. 
The significant investments (described as “direct” and “miscellan- 
eous”) have grown from $835 millions in 1926 to $1,301 millions 
in 1937, and total earnings thereon have doubled since 1933. 

Miscellaneous Services . « No single one of the other invisil)le 
items in the first section of the international accounts is very lai'gc, 
though the aggregate of traasactioas is sub<itantial. T'his omnibu<; 
item includes the following: (1) immigrants* remittances and re- 
ceipts, producing a net debit of $14 nilllions in 1937; (2) govern- 
ment expenditures and receipts — ^net debit of $3 millions; (3) ad- 
vertising transactions — a very small net debit; (4) charitable contri- 
butions — very small; (5) motion picture royalties — a debit of $4 
millions; (6) capital of immigrants and emigrants — $2 millions net 
<iebit in 1937, but in former decades a net credit item; (7) earnings 
of Canadian residents employed in die United States (e.g., the 
commuters between Windsor and Detroit) — net credit $3 millions; 
(8) foreign exchange on bond interest and retirements. This in- 
volved a net debit of $14 millions in 1932, when the Canadian 
dollar was depreciated, but was negligible in 1937 and 1938. 

International Capital Transactions. The transfer of capital 
funds between Canada and the rest of the world normally represents 
a very laxge proportion of the total international transactions (see 
Table I). In 1937 the recorded inward (or credit) movement was 
$620 millions, while the outward (or debit) flow of funds was $819 
millions. These totals were almost as large as the commodity trade 
figures, and the net debit on capital account — approximately $200 
millions — was almost as great as the corresponding net credit arising 
from the traffic in commodities. 
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International capital movements arc the most volatile of all 
transactions. At times they may be influenced by the shifting winds 
of economic and political sentiment, and therefore liable to sudden 
and large alterations of direction. Consequently, capital transfers 
may be the dominant factor behind variations in the foreign ex- 
(‘hanges. The more extiximc examples of these phenomena — the 
flight from the mark in 1922-3; the efflux of French funds to London 
and New York in 1925 and again in 1935; the migrations of “hot 
money’'* or refugee funds from Europe to New York, particularly 
before Munich and before the outbreak of war^ll these are fa- 
miliar features of the international scene in recent decades. It was 
the desire to control (and sometimes to prohibit) such transfers 
which first led to the adoption of exchange control on the continent 
of Europe in the thirties and which led to the invention of the 
more flexible technique of exchange equalization funds. The need 
for preventing any large efflux of capital from Canada after the 
outbreak of war was the most important factor behind the decision 
to set \ip foreign exchange control, flowcvcr, capital movements 
arc a normal feature of international economic relations and, while 
in periods of strain they may aggravate an existing state of insta- 
bility, they normally operate as a stabilizing factor. Their role in 
Canada's international accounts may conveniently be studied under 
the following heads. 

(a) New Canadian Issues Sold Abroad. The raising of capital 
by the sale of new securities outside Canada is the simplest form 
of international borrowing, and one to which Canadian public and 
j^rivate bodies have resorted for many decades. Countries which 
arc relatively undc'velopcd economically, and which arc deficient in 
capital, tend to borrow in the financial centres of the more economi- 
cally mature countries where lower rates of interest normally pre- 
vail. Sueli boriowings have aided in the economic development 
of the country generally and speeded up tho growth of the export 
trades; as such, they tend to create a larger national income and 
an export surplus, both of which arc ultimately necessary to the 
repayment of interest and principal. Naturally, foreign borrowings 
arc a significant element in the determination of the exchange rate 
in that they constiUitc an addition to the foreign excha^igc resources 
at the lime when the funds arc transferred. Sometimes (as in the 
period 1900-13) they serve to determine the scope of the commodity 
import-surplus. At other times (as Jn 1930) such borrowings may 
help to avoid what might otherwise be a depreciation of the Cana- 
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dian dollar. But generally speakings the Rale of new securities abroad 
becomes Xeasible when economic conditions in Canada — and in the 
internnlional accounts — are favourable; tliat is, wlien tiie exchangers 
need this support least. 

Before 1914 tlie scciirities issued by various Canadian govern- 
mental bodies and by railways anfl other corporations were sold 
prindpally in London. Since the war, which had die ellcct of 
transforming the United States into the principal capital-suiplus 
country of the world, Canadian issues have been sold niiiinly in 
New York.^^ Such new issues were unusually heavy in Uic period 
1927-31, when the total annual new borrowings never fell below 
$220 millions, and r6achcd a peak (in 1930) of $419 millions. The 
Britisli quota averaged only $20-30 millions of these totals. Since 
1931 the volume of new Canadian securities sold abroad has been 
on a much lower level — only one-third or one-quarter as high as 
in the boom period. In 1937 and 1938 total borrowings amounted 
to roughly $90 millions and jn 1939 to only $50 millions. 

The substantial depreciation of the Canadian dollar in 1931, 
reflecting the weak international position of die Dominion, made 
foreign borrowing more difiicuU. In subsequent years such factors 
as die plethora of Canadian funds seeking investment (^'chcap 
money**) and governmental restrictions upon the issuance of new 
securities in the United States ‘tended to reduce the sale of new 
securities abroad. In any ease, circumstances were such that during 
and since 1933 retirements of Canadian securities held abroad ex- 
ceeded new borrowings. Up to that date, foreign borrowings of tliis 
kind had added to Canada’s net foreign indebtedness. It is worth 
recording that during the period 1927-9 new issues sold abroad 
consisted, in the main, of the obligations of the provinces, railways 
(miunly O.N.R.), and public utility and industrial corporations. 
Further, a laige proportion of these securities (including some sold 
in Canada) were optional-payment bonds. In contrast to this the 
Dominion Government on balance was still retiring its direct debt 
held abroad. Since 1930 such small amounts of new capital raised 
abroad (i.e., other than re-financing) have been borrowed mainly 
by the Dominion Government. This access to foreign exchange is 
now removed by the neutrality legislation of the United States. 

1 ^Securities sold in London were usunlly taken up by British and foreign 
investors! but where New York Issues arc disposed of by mixed syndicates of 
Canadian and American houses, as is often the practice, part of the issue 
may be sold to Canadians This complicates the task of the statistician of the 
international accounts, 
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(6) Retirement of Canadian Securities Owned Abroad. In view 
of the large accumulation of foreign indebtedness by Canada, it is 
natural that in certain years portions of ihc funded debt should be 
retired. In some eases the redemption of debt is contractual (e.g, 
maturities, sinking fund operations, serial bonds); in other cases, 
issues may be called for redcmihion. The circumstances that de- 
tcrinino whether and when die borrower will exercise the privilege 
of retiring the loan, or whether the debt will be repaid by the 
issuance of new securities (at home or abroad) vary from to 
time and from one borrower to another. Variations in the amount 
of debt falling due depend on the terms of the original sale, but the 
fact that new issues tend to he concentrated in certain periods (c.g., 
1917-18 and 1927-9) explains why maturities also tend to pile up 
at certain periods. 

For the purposes of the international accounts the significant 
question is not whether die debt is retired by the issuance of new 
securities or repaid from budget surpluses (although this is relevant 
indirectly), but whether the retirement of forcign-hcld bonds in- 
volves the international transfer of funds. If surpluses in Canada 
arc used to ivdecin debt abroad, this will create a demand for 
foreign exchange; if foreign' debts are redeemed with new funds 
raised in Canada, the same is true; both are debit international 
transactions. It follows that, ceteris paribus, there is less likelihood 
of die foreign debt being called or repurchased when foreign ex- 
change is at a premium in Canada. On the other hand, the exist- 
ence of large obligatory maturities at such a time will usually prove 
doubly inconvenient to the Canadian borrower. Not only are do- 
mestic conditions unfavourable to the repayment of debt (since 
weak exchanges usually accompany a weak economic situation), but 
the premium on exchange will increase the money cost of servicing 
or redeeming the debt. 

In die last sue or seven years many Ganadiarv securities originally 
floated in London and New York during or soon after the last war 
have been maturing; further, in more recent years the conditions 
for the repatriation of such debt improved rapidly as economic 
recovery grew. On the one hand there has been a growth of national 
income (and hence of savings), coupled with an expansion of bank 
credit under the supervision of the Bank of Canada. Both factors 
have tended to increase the supply of domestic funds seeking in- 
vestment, and to lower the rate of interest. (The sharp fall in bond 
rates in New York and London after 1932 was essential to the 
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lowering of Canadian rates.) On the otlier haiicl^ llic corporate 
demand for capital funds for dcvelopiiicntal piiiposcs in Canada 
failed to recover to the level of the twenties. Looking at the inter- 
national accounts we find the growth of a surplus on current account 
and die Canadian dollar strong. AH die I'ircunistances, tlirrefoie, 
were favourable to the redemption of foreign debt with funds bor- 
rowed in Canada. It is probably significant that a North American 
country should find it necessary to use its domestic savings and 
international surjiluses to redeem its foreign debts.' ^ Thus, had 
the internal recovery been greater — and more widely dispersed — 
die surpluses would doubtless have been absorbed by an increase 
in imports. In the circumstances diLs was pcrliaps the best *‘invest- 
ment” available.'* 

Retirements first began to exceed new issues sold abroad in 
1933* for the period 1933-8 the total retirements amounted to 
approximately $1,170 millions. Against this some $665 millions of 
new securities were sold abroad. The difference ($515 inillions) 
roughly indicates die reduction in the funded foreign debt of Cana- 
dian borrowers. The retirements principally affected American-held 
debt, and a substantial portion thereof consisted of optional-]>ay- 
inent bonds. These bonds, being payable at the option of the holder 
in Canada or New York, or in Canada, New York, or London, 
had proved a particularly inconvenient and costly fonn of obligation 
to the borrower during periods of depreciating exclianges. I'lils d(*bt 
retirement programme, coupled with the effects pf external con- 
versions, has been responsible for a helpful reduction in the annual 
interest charges payable abroad, amounting to one-sixth of the 1931 
costs. 

(c) Purchase and Sale of Outstanding Securities. The grcat<*Ht 
volume of international capital transactions between Canada and 
the rest of the world takes this form, reflecting princijjally trans- 
actions on the stock and bond markets of Canada, New York, and 
London. During 1937, for example, over half a billion dollars of 
securities were traded in both directions across the Canadian bound- 
aries. They covered a wide variety of outstandings stocks and bonds 
— ^British, Canadian, American, and some others — the largest single 
group consisting of Canadian stocks. The maintenance by finaneial 

I'^Not that the net debt of Canada is necesanrily reduced thereby, but 
the bond-holders are now residents of Ctinadn, instead of the United Kingdom 
and the United States. 

'®Sce Bryce, ‘‘The Effects on Canada of Industrial Fluctuations in the 
United States,’* p. 385. 
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houses aiid brokers in Canada, New York, and London of branch 
offices in the financial centres of the other countries concerned, 
with th(' inter-listing of securities in various markets, facilitates the 
easy trcinsfcrencc of investment funds from one country to another 
by this route. 

Over long i)criods the intcrifetional purchases and sales of se- 
curities have tended to offset each other somewhat, although from 
1933 to 1938 there was a net inflow of funds (i.c., an excess of sales 
over purchases) of $143 millions. Over shorter periods the move- 
ment of such funds is irregular, being determined by a complex of 
factors, iiichiding the prospects for the securities concerned, ex- 
cliange rates, “market psychology,” and the like.*® During 1937, for 
example, the net movement of funds turned outwards, and coincided 
with the first serious stock market slump in Canada since 1933. 
The normal trend was resumed in 1938 with a net inflow of $29 
millions, although it should be noted that the trade in securities 
between Canada and the United Kingdom resulted in an excess of 
|)iircha,s(^ over sales for the first time for some years. The re- 
pur(*liase by Canadian , h of Canadian securities held in the United 
Kingdom was (piitc considerable, a tendency which continued in 
1939. Last yt'ar the total net* flow from all sources was $72 millions, 
the targets t in seven years. Again the largest channel was that bc- 
tw(Tn Canada and the United States. Sales of securities to other 
rmintricH m reeent years have been small but steadily increasing 
and it setMiis fair to attribute this development in part to the war 
scare on tlie continent of Europe. 

(d) Movement of Branchy Plant Funds {Net), One of the dis- 
tinctive fen lures of the Canadian economy is the existence of nu- 
mtTous indiistrinl and commercial enterprises controlled by the parent 
firms in the United States or Great Britain and commonly called 
branch plants Unlike the “portfolio investment” of non-residents, 
this is a more direct form of foreign investment and represents 
"an international migration of business enterprise and industrial 
capital and technique wliich is one of the characteristics of the 
economic organization of the twentieth century.” This migration of 
British and American capital and direction into Canadian industry 
has irsult(‘d from a variety of motives. American companies have 
crossed the border in order to seek cheaper sources of raw material 
with which to feed the parent company (c.g., mining, wood-pulp, 

***A detailed analysis of the statistics will be found in Canadian Balance 
of International Payments^ chap, xviii. 
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lumber). In the ease of branch plants the compelling attraction 
is often the desire to surmount the Canadian tariff^ or to take 
advantage of the Canadian preference for Canadian-made goods, 
or to enjoy the privileges of inter-imperial prcfcrcnccs.®®In the case 
of automobiles^ rubber products, and electrical apparatus the pio- 
portion of the total Canadian oufjmt produced in branch plants 
is quite high; in otlier industries less so. In 1931 there were roughly 
1,200 separate branch plants of this character in Canada (68 per 
cent being American controlled; 14 per cent British; and 17 per 
cent Canadian), Total direct foreign investment in Canada today 
is estimated at $2,280 millions, giving control over industrial assets 
of $2,808 millions. 

The present position, of course, is the result of the developments 
of new direct investment in Canada on a large scale. Since then 
of the “National Policy” of protection in 1879, was rc-cnforccd by 
the Imperial Preferences of 1897 and by the growtli of the domestic 
market during the decade ^preceding the Great War. After 1920 
the establishment of branch plants gathered moinentuin, and the 
raising of tariffs during 1930 and 1931 served to cncouiage it still 
further. 

In terms of the international accoifiits of Canada today, how- 
ever, it is tlic movement of funds between the parent concern and 
the branch plant that is already established that is most signifLcant. 
The parent concern may invest additional permanent capital or it 
may make advances in the form of cash or materials (working 
capital). On the other hand, the branch plant may repay or redeem 
its debt to the parent concern in cash, or ship goods to the ]}nrcnt 
on credit or against the reduction of inter-company debts; it may 
even require that the proceeds of exports to other countries be re- 
mitted to the parent concern instead of the Canadian company. 
All these represent international capital transactions. At the same 
time there is a further but much smaller movement of funds arising 
from the inter-company transactions of those Canadian concerns 
which have direct investments (or branch plants) abroad. 

Until 1930 the net result of these transactions was an inward 
movement of funds; that year was probably the end of a period 
of new direct investment in Canada on a large scale. Since tlicn 
the external owners have been able to withdraw capital, on balance, 

*®Scc H. Marshall, F. A, Southard, and K, W. Taylor, Canadtan-Ameriean 
Industry: A Study m Internaiionai Investment (New Haven and Toronto, 
1936). * 
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and to reap the rewards of their enterprise. Hcnccj the net result 
of tile inter-company capital transactions has been a continuous 
growth in the outflow of funds. The outflow was particularly note-* 
worthy during and after 1933 (see Table II) when the economic 
iinprovcinent of Canada began. Signiflcantly enough this was also 
a period when the Canadian dollar was strong. The intention of 
foreign exchange control is, of course, to “freeze** these direct in- 
vestments in Canada for the time being. 

(c) Insurance Transactions* Many British and foreign insur- 
ance companies operate Canadian branches or agencies, particularly 
in the fire and casualty Insurance field. On the other hand, Cana- 
dian companies do business in Europe and in Central and South 
America. Superficially this situation is analogous to that of branch 
plants; certainly the volume of inter-company transactions is con- 
siderable. The significant dilTercnce is that the agencies or branches 
are much more self-sufficient than branch plants. That is, premium 
income tends to be invested in the country in which the insurance 
is written; for one thing, insurance legislation usually provides a 
guarantee of this kind. However, there is some international mobility 
to insurance company investments which genuinely reflects a transfer 
of funds from or to Canada; and the Dominioif Bureau of Statistics 
now obtains a direct record of all such transactions which are not 
recorded elsewhere in the international accounts. 

There is apparently no regularity to the net movement of insur- 
ance funds and no predictable trend. In 1935 and 1936 what had 
previously been a small inward movement was reversed and became 
a considerable net outflow of funds ($26 millions in 1936). Since 
then the net outflow has diminished. 

{/) Changes in Extertial Assets of Canadian Banks, To complete 
the tabulation of international transfers it is necessary to collect 
information with respect to any other changes in the, foreign assets 
and liabilities of Canadian firms, individuals, apd public bodies. An 
increase in the net foreign assets of a Canadian corporation is equiva- 
lent to forcign investment. That is, it represents (as a rule) an 
outward movement of short-term capital — a debit transaction. Simi- 
larly, a reduction in foreign assets constitutes an inflow of capital 
funds. Most of these transfers have already been provided for, but 
some; arc more elusive. Thus a corporation may allow the proceeds 
of Its exports to accumulate in a foreign bank account; for the 
pnri)ose of the international accounts these credits under commodity 
trade should be offset by the entry of an outward capital movement. 


I 
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Or ^ province may accumulate funds abroad in one year to pi’ovide 
for bond maturities payable in the next calendar year. The record 
of this short-tcim movement of funds is needed. In a time of un- 
stable exchanges, firms or individuals may i)uy foreign exchange 
for the anticipated speculative profit. On the oilier hand, foreigners 
may transfer funds to Canadian 'banks; such innow.s of fugitive 
capital have not been uncomiiion in recent years. T'hcn thc‘ charteied 
banks may accumulate or draw down foreign assets on th<‘ir own 
account In former years they found it convenient to achieve liquid- 
ity of assets without sacrifice of profit by lending on call, or by 
investment in commercial paper, in the New York money market. 
Before the Bank of Canada existed, the self-imposed and unofficial 
obligation of the banks as the defenders of the Canadian dollar on 
the foreign exchanges also required the mainlcnancc of outside re- 
■ serves. With the decline in external money rates, the growing un- 
certainty of the foreign exchanges, and the clevcloiMiK'iit of central 
banking control, these stimuli to the inaintcnaiuc of outsidi- rcscivcs 
have all but disappeared. 

The compilers of Canada’s intenintional accounts have to assume 
that all such transfers of short- tenti capital an^ reflected in the 
operations of the chartered banks — ^as most of them are — and llial 
they may be measured by the annual change in their net foreign 
assets.® * To this must be added the changes in tlie foreign assets 
of the Bank of Canada, which have been considerabk* in iccent 
years. The insult indicate.^ the net movement of .sliort-lerin rapitid 
from or to Canada. During 1928 and 1929 siuh fon^ign assets were 
reduced by $174 millions, a trend which was continued during 
the depression years generally. In 1935 and 1937, however, the ex- 
ternal assets of the banks inert^ased. Needless to .say thesi* tiaiisfers 
arc unusually important in the mechanism of adjustineiiL on occasions 
when the international accounts arc disturbed and the exchanges 
tend to fluctuate.®® • 

Conclusions. As was said earlier the international aecounts of 
Canada record the manner in which the purchases and sales of foreign 
exchange were in fact kept in balance. The annual record is the 
end-result of a complicated mechanism of inlernational si'Ulemcnt; 
how the mechanism works from day to day has only been hinted 

Since the charLcrcd bnnks transact an ordinary banking busInrsB in 
foreign centres, particularly in Central nticl South Anieiica, wlirrc they arru- 
mulatc aucls and liabilities of a strictly non-Cnnadinn character, it is nrr- 
cBiary to make allownnce for these. 

a«Scc p. 277. 
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jit; a more precise description of that process is attempted elsewhere. 
But perhaps enough has been said to demonstrate the interdepend- 
of all international transactions. In particular the record shows 
liic broad dcpcndcnc'c of total capital movements upon the behaviour 
of the balance of trade in commodities and services During the 
twenties the steadily growing surjJlus “on curi*ent account,” to which 
should be added the receipt of capital by branch plants and from 
tlic sale of new issues abroad, was matched by an incrca.se in Canada\s 
foreign investments. In the ease of capital movements alone both 
the external assets and the external liabilities were increasing, but 
the growth in foreign assets exceeded the growth in foreign liabilities; 
Canada's net debtor status was diminished. 

In 1929 and for several ycai*s aftcrw'ards the situation was re- 
versed. The balance of trade on current account swiftly turned 
“unfavourable”; the net outward flow of capital was transformed 
into an inward movement by the drawing down of foreign balances 
and by the sale of foreign investments. Then, as the export trade 
in commodities (together with the tourist trade) improved, a sur- 
plus reappeared, and the outward flow of capital rccommcnred. 
However, two developments observable during the period 1934-9 
deserve emphasis. First, tlic liurplusc^s on current account were un- 
usually large. In the absence i of any developmental boom of the 
kind that marked the twenties the importation of the necessary 
capital equipment from the United States did not recur, ’’i’hen 
again the development of Canadian secondary industries has now 
reaclK'd a point where domestic manufacturers are capable of supply- 
ing a larger proportion of the requirements of consumers’ goods^ For 
these reasons commodity imports did not surge upwards as they did 
in the twenties; tlic export surplus therefore grew larger. 

In th<5 second place, the corresponding outflow of capital funds 
began to assume a different form. In the twenties this took the form 
of an incicasc in foreign assets — ^American securities and the like. 
In the more recent period the surpluses were used to reduce Canada’s 
foreign liabilities by the retirement of fixed debt, the repayment 
of capital formerly advanced to Canadian branch plants, and by 
the re-purchase of Canadian securities held abroad. That is, instead 
of adding to foreign assets the surpluses were used to rcduc'c Canada’s 
foreign liabilities. Since this involved a reduction in the external 
{^ontraeliinl liabiHti(;.s of Canada, it was a trend to be welcomed, 
for it is this kind of indebtedness which proves so embarrassing to 
the Canadian economy when world trade slumps. And until the 
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outbreak of >var it was reasonable to assume that the Canadian 
balance of payments would continue to yield surpluses^ wliicli would 
result in a further reduction of tlic external debt. Whether the 
circumstances of a war economy will diminish this probability re- 
mains to be seen. It is possible that it will even hasten the process. 



CHAPTjEai XVII 


The Process of International Capital 
Movements* 

K S. buchahah 

L et us A&smnc that a group of citizens of countiy D (the “debtor” 
country in wliat follows) offer for sale in the capital market of 
(‘oiintry C (the “rreditor” country) a new issue of securities.^ Let 
us assume furtlicr that these securities are bonds of a corporation 
in D and that the sale is successful. What has occurred so far? Cer- 
tain persons in D via a corporation, have obtained buying power 
(bank deposits) in country C in cxchango for which they have given 
a iiroinise to pay the principal sum borrowed at maturity with in- 
tend in the interim at an agreed rate, A transaction has occurred 
in the ca|)ilal market of country C which has international aspects 
and itnplicatious. Up to this point no “movement” has occurred 
other than a transtcr of the ownership of certain bank deposits in 
C from nationals to foreigners. Yet in a scasc a transfer is a move- 
ment; and it would be customary to describe what occurred as an 
international capital movomentj or more correctly, as the first of 
several steps in nn international capital movement.^ A more precise 
statement, however, would be to the effect that the movement or 
transfer thus far was monetary in character, suggesting thereby that 

*Froni International Investment and Domestic Welfare by Norman S, 
Buchnnan. Copyright, 1945, by Henry Holt and Company, Inc, 

nine could rewrUe what follows m terms of an incrcasca desire on the 
part of investors in C to make investments abroad iu D, Indeed, as a de- 
scription of what has happened in times past |n the development of back- 
ward ari*as it might be more appropriate to indicate that the lenders usually 
took the initiative* Yet in the postwar period the initiative will likely reside 
with borrowers In the sense that they will be pressing their needs in a vigor- 
ous fashion, , 

>One reason for speaking of the first step as a capital movement is that 
the full complement of steps may require a long time. Borrowers and lenders 
have occasionally overlooked the delayed consequences of international capital 
niovGinrnts to their disaster, ^ 

aCf. the following, , . the first thing which happens when an inter- 
national capital movement is to take place, is usually that part of the mone- 
tary buying power of one country Is put at the disposal of people m the 
other (the monetary transfer). This first step is eliminated only where goods 
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something more was involved.'* [The “process** of an] international 
movement is in a inanner analogous to that of transactions on the 
“capital” market. The immediate focus is securities and bank dc- 
positSj not capital instruments. 

Let us return to our example^ The borrowers in D now liave 
bank dcp6sits in C. At this juncture two extreme eases set tht* 
limits to the possibilities of what die D borrowci's may desire to 
do with their newly acquired bank deposits. Assume for the present 
tliat C and D arc the only two countries. In that instance the first 
possibility is that the D borrowers may wisli to spend their bank 
deposits entirely on commodities or services available in country 
C.* If this be the fact, then the D borrowers acquire their mer- 
chandise, arrange for its delivery to their place of businc.ss in D, 
and, except for the interest and principal payments to be made in 
the future, the transaction is dosed. T^hc initial monetary transfer 
has been succeeded almost immediately by a traiisfiT of goods. Ex- 
ports from G to D arc larger than tlicy would liavc h(^(*n had no 
international capital transaction occurred. Observe, however, that 
there is no requirement that the goods movement eonsist of ma- 
chines or capital instruments. It may just as well consist of wheat 
or canned goods or services of some kind. Tlicrc is no logical neces- 
sity that any particular kind of export elTcct the mal transfer. 

The alternative possibility at the other extreme of (bourse is tliat 
the borrowers in D dcsiic to spend the whole pro(*cccls of their loan 
in their own country D, Clearly in this instance die jiosslblc se- 
quences of development arc more numerous than in the previous 
case^ depending upon the assumptions that arc made concerning 
the volume of employment in G and D, the foreign exchange rela- 
tions between them, the composition of aggregate demand in the 
two countries between domestic and foreign goods, and others. 
Primary developments inu.st also be distingnislicd from secondary 
or induced dcvclopuncnts. Let us first consider the ease of stable 
exchange rates,® with less than full employment in country D, and 

are sold abroad on lonB-tciin credit or in ease imports of goods arc financed 
by permanent loans after the shipment of goods." G. Iveraen, Aspects of 
the Theory of InternaUonnl Capital Movements, Copenhagen and London, 
1935, p. 45. 

‘‘The reasons why they may desire to spend in C may be various. For 
instance, the goods required may not be available at hoim* or nrit uvaihible 
at such attractive prices. 

‘^Thc assumption of stable foreign cxrJiangl' rates inipJies that are 
banks, a central bank, or an exchange fund willing to inen^ase or decrease* 
their (or its) foreign exchange holdings or gold holdings when others offer 
to sell or buy foreign exchange at given prices. 
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inquirr as to the primary effects of a loan negotiated in G but 
which the borrowers desire to spend wholly in D. 

ITic borrowers in D will sell their newly acquired bank balances 
in C to the banks in their own country, receiving in exchange bank 
balanc4‘s in D currency. Since we may assume that, they then pro- 
ceed with their project by hiding laborers and buying domestic 
materials. But the ineieasc in employment generated in D means 
an increase in dom<'stie incomes which, in turn, arc spent on con- 
sumption or investment. The rise in incomes, however, is likely to 
cause two further consequences. First, some of the increased con- 
sumption will be consumption of imported goods, and hence tend 
to raise imports from G (the only other country under present 
assumptions). Second, with a higher level of incomes possibly a 
larger fraction of the goods usually sent abroad (or of goods both 
consumed at home and sent abroad) will be purchased by domestic 
consumers.*' Thus commodity exports from D may fall off some- 
what, But the combination of these — a tendency in D for imports 
to rise and exports to fall — ^will serve to diminish the bank balances 
ill G that th<' banks in D purchased from the original D borrowers. 
In other words, the expansion of investment and incomes in D, 
through their effect upon imports and exports, converts the mone- 
tary transfer from C to D into a real transfer, i.c., a movement "of 
eoininodities. Yet here again no logic requires that the goods trans- 
fer! ed be of any particular ^dnd and type,’ 

If substantLally full employment prevails in D, the sequence is 
slightly alten*d. The immediate expenditure in D of additional funds 
will serve to raise j^riecs above the level that would have other- 
wise prevailed. The additional expenditure cannot increase aggregate 
output in the .sliort run because we have assumed that unemployment 
is negligible. Iiiereasi'd expenditure can only raise prices. But a 
rise in prices in D relative to those in G will increase D*s imports 
and diminish its exports, and thereby eliminate the b&lanccs abroad 
In C accepted by the D banks when they supiilicd deposits at home 
in D to the original borrowers,** 

<Tiie rise in incomes in D is assumed to be unaccompanied by a cor- 
responding rise in incomes in C If incomes also arc rising in G no such 
shift nerd necessarily occur. As we shall note subsequently tlic loan would 
tend to have the reverse effect in C, i.e., to lowci incomes and employment, 

^'J'he transfer theoretically could be effected, of course, entirely through 
a dei'linc in cxpoits from D to C, G lends to D and G simply reduces its 
imports. Its gross exports need not rise. 

»If we nsauinc flexible, instead of stable, exchange rates the argument 
need be aliened only slightly. The essential modifleation is that the adjust- 
ment peed not occur entirely thiough changes in incomes or prices but the 
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If \vc drop thr simplifying assumpfion of only two c'oiintrirs 
the essenre of the analysih is not substaiilinlly elnuiged. Lei us as- 
sume that the D boiTowcrs wish to spend their C halanees not in 
G nor at home in D but a thiul eountry X, In this case an addi- 
tional step is introdiieed. hanks in G must he wiiling to reduce 
their deposit liabilitii^s through a ^teniporaiy) ri'duetion in their 
holdings of bsilanees in eountry X. "Hie D hiuTtuveis then procure 
their merchandise and prceced homewards. But what of the real 
transfer? Clearly it has already oreurred betwec'u X tuul H, But 
what of G, the lending eountry? Unless the banks in C are willing 
to sec their balances in X pennanently inipnin'd (and theic* is nothing 
in the loan transaetion fm se to suggest this) then lliey will take 
steeps to restore their balances in X to their pivvious level. (Under 
flexible exchange rates they will perhaps chargt‘ higher prices for 
X currency.) Imports from X will thereby be disroumged and exports 
to X from C will be stimulated. Both work in the direction of 
restoring the C banks* balances in X through raising exports from 
C to X rclativt' to imports ftoin X to C, One could also supplement 
the classical argument hem by assuming that tin* purdiases of tin* 
D borrowers in X stimulate* employment and incomes in X and so 
tend to raise imjTorts in X relative to exports. Similarly one could 
argue that the rcdurtioii in hank deposits in C® would react un- 
favorably on cither employment and incomes and hence on imporls^ 
or upon prices, if there is little unemployment, with a similar result.'® 
In any case the money transfer is followed by a n*al iransfer, in 
this case three cornered, such tliat exports minus imjiorts in C, the 
lending country, is a greater figure tlian before the levin was granh*d, 
The real transfer is from C to X to D, although the time* s('qiu*ni‘c 
in tlic case discussed was ai'tually from X to D as one step and from 
G to X as another. 

exchaagc jatc itself, Lc*, the price of one ciin'cacy in trnm of dnother, ran 
airo ease the pxbccss. The borrowing in G for expenditure In D will tend to 
raise the price of D cijirency m terms of G. That is to say, nu>re units of 
C currency must be paid for a unit of D cunenty or, ns it is expressed with 
almost equal frequency, less D currency is obtainable for n unit of C ciirrcney, 
Rcgardlcw of the mode of expression the effect of the loan transaction on 
the rate Is to raise imports and diminiil] exporti in D and vice versa in 0. 
A single loan transaction unless of great sire, however, woukl be unlikely 
to alter the exchange rale perceptibly. A strenni of fo«*ign borrowing with 
flexible dechangr rates is another matter. 

^*Bnnk deposits me n*dueed been use the banks in C Ihwe suriendered 
foreign assrU against the reduction of domestic liabilities, the deposits. 

'®This assumes that the re«*ivc iiosition of the banks (leterinliies thecr 
lending policy. But this need not he the rase. An "offsetting'* policy, such 
as followed by the Federal Reserve authorities in the '20*5 would avoid the 
need for any deflation in G as a consequence of the lending ti'ansaetion. 
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Wo stated initially that the relationship between the money trans- 
fei and the leal transfer could be elucidated by an examination 
of two extreme eases; first, where all the proceeds of the loan are 
to he spiMit in tlic lending country; second, where the proceeds 
are to be spent imlirely in the borrowing country. It is self-evident, 
of iourst‘, tliat these arc incrc^ two “pun*’* eases at the extremes. 
What would h<' likely to occur in the real world would be some 
(xnnbination of these two extremes, with the complication of the 
borrowed funds being spent partly in third or fourth countries. 
Yet it should he clear from what we have suggested thus far that 
th(* sequence would be a mixture of the pure rases already con- 
sidei*ed The net result would be the same, a monetary transfer 
succeeded by a real transfer, unless one introduces the special as- 
sumption that for some reason the borrower wishes to hold idle 
balances in the lending country, at home, or in third countries. 



CHAPTER XVIil 


Some Aspects of Canada’s International 
Financial Relations 

a D. BLTTH 

O N£ of die eflects of tlic war upon Canacliaiis has been to make 
us moi*c conscious of our international financial relations. The 
rapid changes during tlic war, bringing with them problems whicli 
demanded immediate solutions, have radically altcmd Canadian eco- 
nomic relations with the rest of the world, and have made for a new 
awareness of the implications of tliesc changes and the new respon- 
sibilities accompanying them. The war showed how adaptable nations 
can be under ttic pressure of Hnuimstanccs, but the ability of human 
beings under pressure to adapt tliemsclvcs to their environment often 
outruns their ability to understand thoroughly whal is happening, 
and to make the more fundamental adjustments which new situations 
requirc. The full significance of war-time changes on our balance of 
payments and international position will probalily not be- entirely 
clarified for some time to come, but new potentialities have been 
revealed of previously unplumbcd depths of capacity. 

Along with the revelations of productive capacity came new 
experience with the financial asjiccts of Canada’s international cexi- 
nomic relations and the currency problems wliich are inliercnt in 
the structure of the Canadian balance of payments. Being closely 
allied to internal finance and the larger questions of the economic 
mobiliaation of^total war, these international financial factors may 
have been overshadowed at times. But the full significance of die 
war-time international mlations of the Canadian economy sliould not 
be overlooked, for they clearly show the extent to which full use of 
Canadian productive facilities is dependent upon external and spe(*ial 
demand, and provide further evidence of how closc'ly geared general 
activity in Canada is to exports. Studies of national iiiconu; and ex- 
penditure show the place which the net export of goods and servic(*s 
has in the maintenance of national economic activity. So long as the 

^Reprinted from the Canadian Journal of Economict and Polilieal Science, 
Vol. XII, August, 1946, pp. 302-12. 


316 



INTERNATIONAL FINANCIAL RELATIONS 317 

Canadian economy maintains its present structure^ it will be highly 
dependent upon the stimulus of external demand, since income gen- 
erators like internal investment and consumption do not appear to 
have the potentialities under present circumstances which would per- 
mit them in tlicmsclves to maintain Canadian production at a high 
level. 

The war accelerated some basic economic cliangcs affecting the 
Canadian balance of payments. Some of these changes, however, 
iiad been developing for a period of years before the war, Conse- 
quently, tlic economic structure of Canada after the war still pre- 
sents much tlic same outline as before. While Canada is now more 
highly developed industrially than before the war a process of in- 
dustrial development was also evident throughout the inter-war period. 
Much of the productive capacity, however, that which was developed 
between the wars as well as most of that developed during the war, 
was in msponsc to external demands, with the result that Canada 
is probably more dependent than ever Upon external markets for 
maintaining a high level of employment of her productive resources. 
T'hi* under-employment of Canadian economic resources before the 
war concealed the latent capacity and to some extent the high degree 
of de])cndcncc upon external demand which existed at that time. 
The great rise in exports during the war is not by any means all due 
to new productive capacity. A considerable amount arises from a 
greater use of the capacity existing before the war, especially in the 
staple industries pi^oducing food and raw materials. 

During some of the transitional years at least there is the prospect 
of a much fuller use of the capacity of the country than before the 
war. Internal investment, deferred consumer demands and more 
evenly distributed incomes will all contribute towards maintaining 
demand at a high level. Super-imposed upon these abnormally high 
internal demands will be the greatly swollen external needs for Cana- 
dian products arising from the world-wide sclircity of commodities, 
and Canada’s programme of export credits ensures that much of 
Uic external demand will be effective. 

The ivlativc magnitudes of some changes in the balance of pay- 
ments during the war are Suggestive of the transformation which 
has occurrc'd, Canada jjnibably underwent greater changes during 
the recent war than did the United States in the First Great War. 
Tlic increases in the volume of Canada’s international trade and the 
cn^clit balancx* on cufrent account during the recent war were all 
greater in degree tlian the corresponding changes in the United 
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States durii^ the First Great War. Some of the n^lativc chaiigrs 
.ilso arc comparable with changes in the United Slal(;s iiiK^rnutional 
accounts during the recent war as well. Kxjioits ot goods by hoili 
countries quadrupled during the war and payments for imports have 
about doubled. ^ 

There ja» no need here to describe in dcLiil tin' Mriu tuiv of flje 
Canadian balance of international payments. It is sudicic'nt to re- 
mind ourselves of the wide disequilLbriuiu in Canada’s 4iC(‘oimls with 
both tlie United Kingdom and sterling area, and the United States. 
With the United Kingdom, and to a less extent witli tlic rest of 
the sterling area and other overseas countries, thru* have bc*cii large* 
credit balances on current account for a long period of years, arising 
from the customarily large volume of Canadian exports, jmimudy ol 
food and raw materials, to Britain and Europe; wliilc with the United 
States the customary deficits on curi’cnt account spring from Canada’s 
propensity to consume more American commodities titan its iiicoiTU' 
from exports of goods and scivitcH to die United States (‘an efiyer, 
along with tlic large payments ol income on United States invest- 
ments in Canada. Before the war this dhcc|uilibrium svas to a large* 
extent offsetting and did not cmate the ffnancial and curiTney i>roi>- 
leins with which we have been beset since the beginning of the war, for 
sterling income was formerly freely convcrtiblt* into United Stales 
dollars, making it i>os.sible to rover the current account de/ieit willi 
the United States with income from ovcwcas trade eacli year since 
1934, tile year when the succession of credit lialaiiecs on eiinent 
account with all countries, to which we have, now be< omr at eustonied, 
first appeared. 

The war-time changes had the effect of greatly widening the 
discquilibriiim in the nirrent account with each area, and the financial 
and currency problems arising from the inconvertibility of sterling 
into United States dollars arc well known. The probh'ui of the Cana- 
dian. shortage of United States dollars was successfully met princi- 
pally by the control of exports of capital through exchange control, 
by sales of munitions to the United States government, United States 
government expenditures on defence dn Canada, abnormally large 
sales of grain to the United States, and a pcTsistent and growing 
disposition of United States investors to buy Canadian bonds which 
has been very evident since 1942. Gold and United States dollars 
were also received from the United Kingcloin in eertain years in 
partial settlement of the British deficiency in Canada. The financial 
effects of the war years have been a sharp incrensf* in American in- 
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vestments in Canada and a decrease in Canadian long-term invest- 
ments ill the United States accompanied by a substantial increase in 
Canada’s liquid assets in the United States. As a result Canada is 
inn ell more heavily indebted to the United States on long-term 
account, altliough since liquid reserves have expanded the overall 
change in position has not bedn large. The indebtedness is widely 
cii.spcr.sed, the creditois being numerous institutions, corporations, 
and individuals in the United States. 

'rhe methods employed in financing the British deficiency of Cana- 
dian dollai’s during the war are also well known. The major part 
of the current deiicit was covered by mutual aid and the billion 
dollar contribution, but as a result of official and private repatria- 
tions of securities and the $700 million loan of 1942 the balance 
of Canadian indebtedness to tlic United Kingdom has been sharply 
reduced. 

The (*ontimiing Briti.sli shortage of Canadian dollars after the 
end of the war is one of the major financial problems facing Canada, 
riui loan of $1,250 million to the United Kingdom resulting from the 
rec’i’nt Anglo-Canadian Financial Agreement is the principal means 
adopted of ensuring tlic eontinued flow of trade between Canada 
and tlie sterling area during tlic transitional years. The terms as 
will Jiave been rccogni4cd, arc closely parallel to those embodied in 
the Anglo-American Loan Agreement, 

The export credits to other countries under the Export Credits 
Insurance Act are the other principal financial means of meeting 
the jjost-war transitional situation, apart from the establishment of the 
international fund and bank. The total of credits which may be 
aiitliori/scd under the act is now $750 million and most of this has 
already been allotted. While the largest amount is being loaned to* 
the countries of Western Eumpe some credit has also been extended 
to other European countric.s and substiintial amounts are being ad- 
vanced to Asiatic countries. ^ 

'Hie total credits being advanced by Canada under the British- 
loan and the export credits legislation are something like twice as 
much on a per capita basis for Canada as are the corresponding 
international credit plans which have been announced by the United 
Stntc.s government. In relation to national income the Canadian 
credit programme is even more impressive, representing a much larger 
ratio of national income than docs the American. It is also likely 
to ri‘pn‘.sent a much larger percentage of government expenditures 
tlian the United States lending programme. Canadian exports, of 
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course^ occupy a mucli more important i^hicc hi the luiictioiiing of 
the Canadian economy than is die case widi die United States unct 
the international credit arrangements of the Canadian govcnmient 
reflect a recognition of this fact 

It is the wide disequilibrium in Ganiidian trade tvith overseas 
countricsj accentuated under presexft conditlunSj whieli is drawing 
Canada into spheres of international linancc^ to an extent which, 
with the scale of values existing before the war^ might liave seemed 
fantastic. The Canadian solution of the war-time problem of dis- 
equilibrium was a bold and resourceful one. Financial obstacles were 
hot permitted to interfere widi die flow of niueh needed foods, raw 
materials, and munitions to Canada’s overseas allies during the war. 
It is the pattern of international supply and demand in our trade 
with Overseas countries which makes financial assistance necessary 
during the transitional years as well. This pattern, giving rise to 
cbhsistent credit balances on current account before the war, has 
been accentuated by post-w^r conditions of supply and chmiand. 
While the war-time movement of commodities readied levels which 
few would expect in the foreseeable future, minonnc t^xpansion in 
Canada during die war, deferred demands and acute shortagen over- 
seas, and changed sources of supply arc all contributing toward.s the 
maihlcnancc of much larger exports during tlic Iransttional years 
than ever were experienced before the war. 

The disequilibrium, moreover, is accentuated by the scarcity of 
commodities for export in the overseas coiintric^s wliicli arc* buying 
GOnadiah commodities, and by the industrial and soc'ial ])mblenis 
which arc inlicrent in the reconversion of nations from the; total 
ptxisceUtion of war to a peace-time basis. These ga])s in the (nirrcnt 
accounts between Canada and overseas countries which arc being 
filled by sj^ccial loans and export credits will naturally be reduced 
as tftne goes oh and the abnormality in the demands arising from 
accumulated needs arid reconstruction requirements, and shortages 
of commodities available for export in the overseas (countries are 
reduced. To A large extent then, the need for credit is a sliort-nin 
affaii', being automatically reduced as reeonversibn jirogrf'sscs. 

Blit while loans and export credits to overseas (^ratntrit's obviously 
pcrfol-ih cs^tJal functions at present, they ran only lx? rinnpletely 
appl^aiAcd by viewing them over the longer-nin as svell. Bi‘ing loans, 
they create foreign liabilities to Canada which will t'ome iln<^ in the 
futtifsb ahd piwida external income lor Canada- It is the longcr-nin 
hnaheial ilnplicatioi^ of the loans whidi give rise to more spenulation. 
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It Ls not, however, the hiianciM capacity of the borrowing govern- 
ments to make repayments which is so open to speculation, if the 
long-run purposes of the loans are accomplished, that is, the building 
up and i*cstoring of the economies of the borrowing countries. Prob- 
ably tlui more critical factor will be the ability of the countries to 
make international payments on capital account. This will depend 
to a large extent upon the background of international trade and 
iinaiicc, hut givc'n favourable international rx)nditions, which to a 
Urge extent should be the result of the North American loans, there 
slioiild not be any foiinidablc transfer problem so long as Canada 
is priipaivd to take ri'payinent in the form of greater imports of 
goods and services. 

'llius If all goes well inlernationally, the ball is really passed to 
Canada. For if this nation is to realize eventually upon the foreign 
asM'ts whicJi are being (‘reated by export crcdits, it will be necessary 
for it to adapt itself to the ])osition of a creditor nation in relations 
with ovcTsCiis (Countries, for it will not be long before Canada is in 
fact a iTcditor nation in so far as its (inancial relations with the over- 
seas woild at large go. The existence however of a substantial 
bsiianct* of iiidchteclncsK to the United States will, for a long time 
at least, more than ollset Canada’s creditor position with die rest 
of the world. Ncverlhcicss, the creditor position with overseas 
eouiUries will inevitably impose a new set of conditions to which 
the Canadian balance of payments with thcRC areas will have to be 
adapted 'The dilliniltics ncpcricnccd by the United States in the nine- 
teen- twejitie.s in n'cognizing its new position in international finance 
brnught about by the First World War are well known. Psychological 
inhibitions have rtften been attributed as the source of much of the 
inadaptability in the inter-war years. Needless to say, the Canadian 
pilhiic' mind will also have to undergo some basic transitions in its 
thinking about Canada’s place in international firtcfticc. The late 
war has assist<xl in this transition by producing such great changes 
In a short period. The time is not far distant whbn Canada will 
hrtVi* to be pn'pared to import much more heavily from overseas 
tliaii in the past. The exceptionally largb credit balances in our 
eiirn’iit ac'eoiints with overseas countries likely during the next few 
yc'ai's can not be expected to be maintained for long. 

Hut like the United States, Canadian demand for commodities 
ahd .serviei^s ph)vided liy overseas countries is much less than the 
demands of dicse coulitribs fdr Canadian commodities. The estab- 
Iblied ))attern of Canadian demand is such that A major part of 
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Canadian imports norniaily originals in dio United Stale*** latlnr 
than overseas countiics. Tliis is particularly the case with respect 
to many mauufactui'cd goods for whuh the i)riiictpal source ol Oaiia^ 
dian supply is the United States. While Canada normally purchascit 
substantial amounts of tropical foods, raw inaU'ri.ils, and some 
quality manufactures and luxiuies'from overseas countries, the 
gregate value of these is subject t<j the liniilalions of Clamula’s 
relatively small population and the picvalencc of Nortli American 
consinncr tastes. 

Of course, in an ideal multilateral world, accounts with overseas 
areas would not have to be balanced bilaterally, but it nuisl be 
rccogni^cd that it would be an unhealthy dcvch^iJineiU if there 
were to continue to be very large credit balance's in Canada’s current 
account with overseas countries during an iiidefiiiile [leriod in llic 
future in which these countries are heavily indebted to Canada on 
long-term capital account. It might be possible, of course, for Canada 
to take some repayment frpin thesr; countries in the final form of 
larger Canadian imports of United States goods and .M*rvi(cs, ’I'liis 
might sccih to be. a natural line of devc‘Iopmcnt siiu'i* llic Canadian 
way of life gives rise to a special ]M*oj>cnsiLy to consunw* American 
products. But tills would widt*n fiirll^cr the dis<*qui librium in Canada’s 
accounts with the Unih*d States, as the a<rounl d<*li(‘it would 

expand, 

Experience with depression and acconipaiiying exchange* strains 
and instability in tJje nineteen-thirties, liowevcr, has issued a warning 
to nations tliat very wide disec|ilibrium bi*twee4i any two countries 
is undesirable when economic eonditions become adverse. It seems 
certain that nations in coming decades cannot afTovd to be as in- 
different to bilateral disi*C|uilibriiim as was often the ease in tlie 
past, even if there is some restoration of multilateralisni and the 
greater freedom of international commence whieh conditions of this 
kind imply. But if complete multilateralism is not restored tliis 
tential future disequilibrium becomes an even greater Jiroblem for 
the maintenance of stable international financial relations. While 
the aim of financial policy in North America is for the re-establisluncnt 
of conditions of multilateralism and stability, it would be optimistlr 
to expect an International Utopia in which there was sustained 
stability. ^ 

This position in which Canada and the United States seem 
likely to find themselves in the future will have many paraHck, Thp 
loans which both nations are advancing to overseas countries during 
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llic transitionsil years can only be repaid later by the overseas countries 
in the form of goods or services imported by the creditor countries. 
This necessary condition of repayment which is a truism in the ease 
of a single country is likewise true if the two countries are regarded 
.IS one area, a North American creditor area, If the North American 
trcdi(or area is to realize on its'overscas credits in the future, the 
area must purchase more from overseas than it sclh overseas over 
the longer run. In the ease of Canada, then, repayment in the form 
of increased imports from the United States h no long-run solution 
unless the United States in turn imports more from the overseas 
area than it otherwise would have bought, or unless Canada exports 
less ovci'scas. For if tlic ovci'scas area as a whole is to reduce its 
indebtedness to Amci’ica it must have a credit balance on current 
.'((xount vvitli this continent. 

In some respects, the United States may be moi'c favourably 
riUirUcd than Canada for receiving repayment of the loans. With its 
much larger population, possible depletion of rc.sourccs, and higher 
standaid of living the* United States should be a large potential 
iiniiorl('r. In the lending programme so far announced, loans by the 
Uiiit(*d Stoles are iiiiich less in relation to population and national 
ineomt* than tlic Canadian loans. These relationships have some 
sfgnirfcanec for titc future when the loans arc being repaid. The 
country making larger loans in mlation to population and income 
will likewise have to accept laigcr amounts of goods from abroad 
in repayment in relation to the same factors. While Canada in the 
past spent a laiger portion of Canadian income outside of Canada 
on goods and services than did the United States, almost one-quarter 
in 1939 compared with about 5 per cent in the case of the United 
States, most of these external expenditures by Canada werc in the 
United States. Current expenditures by Canada on goods and services 
in overseas countries in the same year were about $349 million or 
soincthiiig like 8 per cent of the Canadian national income and $30.00 
per capita, compared with United States current expenditures in the 
rest of the ^vorld apart from Canada of approximately $3,000 million, 
a figure which amounted to only about 4 per cent of the national 
inc'orne of the United Statc.s and les.s than $23.00 per capita. 

A growing population and a higher standard of living in the 
future would facilitate w'paymcnt by expanding import requirements. 
But it dors not seem likely that future depiction of resources in 
Canada will expand Canadian imports from overseas, as much as 
it may reduce certain exports In the long run; ^and some new re- 
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sources which ai*c being clcvcloprct in Ciinacln will lesiilt; in the long** 
run reduction df certain imports. The possibility of increasing tltc 
travel CNjxnditiires of Canadinm ovcrsi^as is not very cjn^rniragJng. 
The population is siimll and CanacUam already spend a larger ptu*- 
centage of their incomes on travel outside of Canada tlian do Ameri- 
cans outside the United States, l^urtheimorc lht‘ Unit(»d Slates is 
the most favoured area for travel by Canaditins. 

The form in which Canada takes n'paynieiit c)f post-war en^dits 
is tlicrcforc very iUiportant. But so long ns the striietnre of Canadian 
demand has its ])rcsent charaetcristies, the iiuernationul /low of com- 
moditics characteristic of the past will likely eonthuu' to rt'sidt iinU*ss 
some direction is given to it. Wiiile it would be possible to change 
some sources of supply, this could only be done in many eases by 
arbitrarily controlling demand. If it were intended to divert Cana- 
dian trade very materially, it would rcquin^ fimdainental ehanges 
whk'h would involve techniques never employed exti*iisiv(*ly in the 
past Consequently, unless ihert' is some positive* direction given to 
Canadian trade, the outlook is for patterns of Canadian trade not 
widely different from those existing at picM'iu. Since llicM* are tlie 
factn 61 life for the Canadian economy, it follows lh«it the coom*- 
quences of this situalion, giving rise to wide diMypiilibriurii in Cana- 
da’s accounts With different parts of the world, must he accepted, 
unless the alternative of deliberate dinTtinn of trade is anvpted 
and not regarded as being outHid<* the realm of {iiaetiral affairs. If 
conditions of international trade are permitted which make i*epayni(*nt 
of post- war debts difReult, we must accept the eonsequenei's. Tlu‘r(* 
is some responsibility upon Canada like the Utiiled States for making 
the overseas supply of dollars adequatt* and the eondilions of trade 
suitable. 

Before leaving diis question of Gnnneing (*xports during (lie (rnnsi- 
tional years tllcrc is one other aspect of the loans whltli shoxild b(* 
pointed out, the movement of enpital fiom the “new world” to the 
^*old world” for reconstruction and rehabilitation. Unlike the ])ri*doini- 
nant capital movements in more pristine eras in the past, the capital is 
largely W restore old economies rather than to assist new (rnnomies in 
the process of development. Too much should not he anlit*ipnt(*d from 
Its lon^-run effects, since world prodiletlve eaijneily is not b<*ing 
expanded. The loans will only offset some of Uu* sel-baek (*a\ised by 
the war. Earlier periods of tnttsrnational invesiment had a healthier 
background. They b\iilt up a new capital investment in young de- 
veloping economic^ which later were to inereasr tlie means of .ser- 
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vicing and i*cpaying dcbts.Thcrc is consequently no reason for expect- 
ing a brave nc^v world to result automatically from the loans after 
the transitional period is over. The loans arc performing a special 
pressing current funclion during the transitional years and inter- 
national commcrec in the long run will have to be built upon a 
finiK^r basis. 

Canada’s jdaee in post-war international hnance will be compli- 
(‘ated by iIkj existence of a large balance of Canadian indebtedness 
to the United States, combined with a probable deficit in the current 
account with that country. The merchandise balance with the United 
States is usually the most variable factor influencing the current 
deficit Diverging trcnds in incomes and production in the two coun- 
tries would be a dominating influence upon the movement of com- 
modities and the balance of current payments. 

^rhe relationships between Canada’s accounts with the United 
States and overseas countries spring from both internal and external 
faiitors. Among the internal factors arc the effects of high levels 
of production in Canada upon the Canadian balance of payments 
with the United States. Large exports to overseas countries support- 
ed by export credits from the Canadian government make for active 
conditions in the export industries with the generally stimulating effect 
which this has upon Canadian activity. Incomes in Canada arc con- 
sequently likely to he high under such conditions and a large part 
of the enhanced incomes will normally be spent in the United States 
upon imports, travel, and other services and income payments Tlic 
exact strength of these relationships under conditions of high income 
and activity in Canada is not exactly known as there is no previous 
period with conditions which arc closely comparable to those which 
may lie experienced during the next few years. There are, however, 
some discernible relationships between the level of Canadian income 
and activity, and the level of imports from the United States and 
other expenditure.^ in that country. It has only been during the ab- 
normal war-time years, however, that incomes iti Canada have been 
in the higher ranges which arc anticipated for some time at least 
after the war, iiut the abnormalities of the war-time period prevent 
drawing any positive conclusions as to what the relationships would 
I)(! under more normal conditions of consumption and supply. 

Under peace-time conditions the mo.st active caily period was 
that culininating in 1929, but the level of activity even at dmt time 
was considerably less that what is currently being experienced and the 
pojiulation was considerably smaller. The capacity of the Canadian 
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economy for meeting its own dciuands during the niiirtccn-twentif^s 
was less than it is at pi'cscnt. There was a grcatcr depcndeiu'c upon 
imports during tliosc years than now exists, since Gaiiada^a pmductivc 
capacity has developed very matiTially in the iiiUnvenlng years, 
process of rapid development was still under W{iy during tluj lattei 
boom period in die ninctccn-twcjiiies, and even in the dt'jirc'vsrd 
Uiirties there were some significant dcvelopmeiUs in Canadian in- 
dustry, Added to this enhanced capacity at the beginning of tlu' 
war is the entirely new war-time development, a very great industrial 
expansion in die space of several years. The future productivity 
under peace-time conditions of much of die latter, of <'oiirsc, remains 
to be seen. Nevertheless, a rapid concentrated development of this 
kind has the effects of creating industrial skills and secondary in- 
dustrial facilities and services whldi would not have been brought 
into being otherwise. All of this points to less Canadian dependence 
on foreign sources of supply. The effects of this on imports in more 
specific terms can only be conjectured. Tlic record of the thirties 
reveals less dependence ufion many imported coinmoilitii's, and it 
seems likely tlmt this indqieridciicc has l)(*en considerably (‘xtendi'd 
in the intervening years. 

• But while this will reduce or eliminate Ganada^s imports of some 
specific commodities, it is obvious that the volume of imports of 
some other commodities will be considerably higher under the high 
levels of Canadian consumption, investment, and iiroducttoii for ex- 
port which are likely in die coining years. With higher levids of con- 
sumption in Canada, it can be expected that Canada will import 
more commodities of the types which are not pioducrd in Canada 
and which arc usually purchased in die United States. With higher 
incomes, other Canadian demands for imports miglit ap]icar whic^h 
were not at all appreciable under income conditions of the thirties. 
With a large part of the rise in Canadian incomes in recent years 
being concentrated in an improvement in the position of lower in- 
come groups, new demands formerly originating in the middle in- 
come groups might emerge, 

A revival of' internal investment in Canada would give rise to 
demands for another group of commodities normally obtainable in 
the United States, If private investment in Canada Is heavy during 
the years of reconstruction, it can be expected that imports of ma- 
chinery, and industrial and hoimihold equipment will all be heavier 
than they were in the years immediately before the war, since that 
period was one which was Starved and dcprc.sscd by the low level 
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of investment. But, imports of capital equipment arc not likely to 
be as high relatively as they would have been before the war, had 
demands at that time been as high as they are likely to be in the 
transitional period, since it has been in this field that Canadian in- 
dustry has made great strides, with the result that Canada is much 
less dependent than formerly upon external sources of supply. Ncveiv 
thelcss many types of industrial equipment are still normally pur- 
chased in the United States, especially replacements of machinery 
and equipment originally purchased there, as well as some types of 
heavy equipment for which there is not a large enough Canadian 
demand to promote production in Canada. 

It should also be recognized that high exports^ particularly ex- 
ports of manufactured goods, lead to larger direct imports from the 
United States because of their substantial United States dollar content. 

If it is possible to appraise properly these various diverging tend- 
encies it would seem that the prospect is that Canadian imports from 
the United States will be very heavy during the transitional years, 
but will be a significantly smaller ratio 5f the national income than 
they would have been if the same levels of production and incomes 
in Canada liad been attained in earlier decades. In addition to the 
volume of imports which would normally be associated witli post- 
war levels of incomes and prcduction, there is the factor of the 
deferred demands which have been accumulating for some years and 
tlie' necessity of building up inventories and stocks of goods in the 
]3roccs3 of production. 

The effects upon, the current account with the United States of 
these heavy Canadian demands for American imports^ which can 
he expected for a considerable period, will depend, of course, upon 
tlie size of Canada's income in the United States from the sale of 
goods and services. The most important factor influencing this will 
be the level of production and incomes in the United States. If levels 
even approaching those attained in the latter part of the war arc 
maintained for some time, there is little doubt fhat Canada will have 
very substantial receipts of United States dollars from current trans- 
actions which will go a long way at least towards covering the ex- 
penditures. But there arc distinct limits to the size of Canadian 
exports to the United States under normal conditions since much 
of the American demand for Canadian commodities is concentrated 
on a nJativoly small number of commodities, falling for the most 
l^art in the field of primary production. Most of the recent industrial 
development of Canada is a response to cither overseas demand or 
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intcrn£il Canadian demand^ and tlic range of coinniuditics produced 
which might find a market in the United States has pi*obabiy not 
increased very gi*catly. The level of American puirliasi's of some 
commodities, however, fluctuates very widely, depeiuling on iiUeiiial 
supply situations in the United States. One of tluj best examples of 
this is the American deznand foi pcizudian grain during the iatzr 
years of the war arising from fauiy temporary conditions in which 
there were unusual shortages in the United Slates, eombini*d witli 
temporary heavy requirements for industrial puri>oses and feed. AiniTi- 
can purchases of Canadian grain in 1944 expanded to moie than 
$300 million, an amount which exceeded the level of till Canadiaii 
exports exclusive of gold to the United States in 1938. 

The possibility of more stable and diversified exports to tlie United 
States appears to rest upon more economic stability in the United 
States at a high level of activity, and upon tariff chang<\s which 
would open a larger, more permanent American market for Cana- 
dian products, whidi in many instances arc now barred by tariffs. 
There arc also other large* sources of United States dollars with 
potentialities for expansion. Gold production which leceded so sharply 
during th(5 war is due to expand once the supply of labour in ihe^ 
mines improves. 'I'he new mining aieas.whieli an* being (ipcned up 
and developed hold the prospect of fulum gold i)roduclioii exc*i*eding 
the pre-war level, The outlook for revenue from American tourists 
is also promising, the rapid recovery in 194/) indicating the rcsiliena: 
which lies in this source of receipts. lUit the pot(*iHiaI si/c of Cana- 
dian travel expenditures in the Ujiited States diould not ))e over- 
looked in appraising the outlook for net receipts on trav<4 fUTounl. 

But even with these more proinisiiig sourc’es of levenue, tlie 
possibility of Canadian curtvnt nwipls from the United Stat(*s in 
the future being large enough to eliminate or to nxhux? the per- 
sistent deficits with that country to a ncgligibk* si/e will depemd, 
to a large extent, upon the degree of economic stability in the United 
States and the extend to which tariflF barriers arc. rccliiccd. 

The external factor affecting the inter-relation of Canada^s balance 
of payments witli overseas roimtrirs and the United States, arises 
from the general conditions of international trade and finiiiux' pre- 
vailing in the world at large. When these ronclitioiis aiv good tht* 
whole balance of payments reflects the pivvailing lendencies and 
the volume of int(i^national trade with M an^as is usually influenced 
by ^hc same general tendencies. International financial (*oiidii]ons 
which permit die convertibility of steriing into United States dollars 
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arc necessary if Canada is not to be obiiged to export capital in- 
definitely on a large scale to the United Kingdom and certain other 
countries, and import capital from the United States^ or to use 
external liquid reserves for meeting deficits with that country. 

A discussion of the conditions under which a system of multi- 
lateral settlements which woulcIT permit a restoration of exchange 
convertibility might be brought about’ introduces wide prospects. It 
is not die intention here to enlarge on the international outlook in 
particular but rather to underline the importance of restoration of 
multilateral trade. International institutions like the Monetary Fund 
and International Bank have been set up with this as one of their 
main objectives. The significance of the Fund for Canada probably 
lies primarily in the place which it has in the efforts for the restoration 
of international trade on a multilateral basis. It is not u^jiUkely that 
Canadian dollars will be scarce in many countries for a considerable 
period in the future and that Canada’s contribution to the fund will 
be a means of financing temporary nee^s for Canadian dollars. 

Kxport credits and loans on a generous scale are being advanced 
to countries in need of temporary financial assistance. Organizations 
like UNllRA have also been established to perfomi temporary func- 
tions arising out of needs for relief and rehabilitation. Similarly the 
Anglo-American Loan Agreement and the Anglo-Canadian Loan 
Agreement have been designed to assist in the restoration of multi- 
lateral trade by freeing the world from the restrictions and discrim- 
inatory practices which would probably result if credit facilities of 
this kind were not made available to the sterling area. Besides the 
institutions and measures mentioned above there are the preparations 
being made for reductions in trade barriers in the principal countries 
in the forthcoming 'meetings to consider an International Trade 
Organization. 

There can be little question that the main shortrnin objectives 
towards which these various measures are dh;pcted will be accomp- 
lished. Sufficient credit to restore international commerce and permit 
the necessary flows of commodities to countries undergoing recon- 
struction will be forthcoming during the transitional years. It is more 
difficult to appraise the success likely in reaching the longer-run 
objective, tlie permanent restoration of multilateral trade at a high 
lev(*l. Some of tlic long-run implications of present policies have been 
disaisscd. Ultimate success may only be achieved if international 
trade is directed into channels which arc compatible with finance 
situations. Tlie place which government should occupy in all of this 

w 
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is a subject upon which there is a great variety of opinions. Tlic 
establishment of international institutions and organizations in this 
field, however, is a recognition tliat some responsible observation 
and direction of tlic course of international commerce and finance 
is necessary. 

Some special factors inherent hi Canada’s jiasition stand out. 
There is tlic necessity of taking substantially increased imports in the 
future if export credits arc to be repaid. But the undesirability and 
latent danger in taking repayment laigely through increased imports 
from the United States ia apparent. Yet the natural play of inter- 
national supply and demand is likely to continue to maintain wide 
offsetting disequilibrium in tlic accounts both with ovci-scas countries 
and with the United States unless some positive dirci‘tion is given 
to the flow of trade. Canada’s international position will, therefore, 
be complicated and possess an inherent inseeurity unl(\ss the two 
types of extreme bilateral disequilibrium characteristic of the Cana- 
dian balance of payments can be greatly rcdurcKl. Some long-run 
readjustments in the productive resources of Canada would assist 
if they made the c^mtry Ic.ss dependent upon intcTualional trade. 
Positive direction to the course of the country’s interna tiniial com- 
merce would also ass].st in reducing the disequilibrium. While a 
restoration of multilateralism holds promise of reducing this insecurity 
so long as economic activity continues at a high levc'l, tlien^ will 
nevertheless still be an unusual vulnerability to international condi- 
tions if the wide dl’^cquilibrium between Canada and the two areas 
cannot be reduced. 

One may at least entertain the hope that in tlic dim future lying 
beyond the transitional years, new methods of condticting inter- 
national economic relations will emerge, from a combination of new 
institutions, confidence gained by fresh experience, and a long memory 
of the mistake^ of the intei>war years. 




